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[Following is the text of the examinations in auditing, law and accounting pre- 
sented by the board of examiners of the American Institute of Accountants, 
November 18 and 19, 1926.] 


Examination in Auditing 


NOVEMBER 18, 1926, 9 A. M. TO 12:30 P. M. 
The candidate must answer all the following questions: 


No. 1 (10 points): 

A client suspects, from a scrutiny of sales and gross-profit 
figures, that the purchase record is inflated. The client states 
that all cheques are signed by him personally, that he knows that 
inventories are correct and that the sales volume checks approxi- 
mately with orders taken, and he is therefore at a loss to know 
how there can be any error. The client has called upon you to 
make what investigation you deem best. Describe the steps you 
would take in these circumstances and to what purpose. 


No. 2 (10 points): 


(a) State how you would verify in the audit of a charitable 


institution the income comprising interest and dividends on 
securities, rents and contributions. 

(b) State two means usually available for checking contribu- 
tions, other than direct communication with the donors, and give 
your opinion as to which you consider the more satisfactory and 
why. 


No. 3 (10 points): 
You are called upon to audit the cash accounts, only, of a 
manufacturing company. What would your examination cover? 
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No. 4 (10 points): 

A company having an issue of debenture bonds of $500,000, 
maturing in 20 years from date of issue, is carrying the unexpired 
bond discount as a deferred charge, the bonds having been issued 
at 90. The bonds contain a sinking-fund provision requiring the 
retirement of one-twentieth of the issue annually, the necessary 
bonds to be called at 105 unless secured through purchase at a 
more advantageous price. At the beginning of the sixth year, the 
directors availed themselves of an offer by purchasing fifty $1,000 
bonds at 85. How should the bonds purchased and the 15% 
discount thereon appear in the accounts? 


No. 5 (10 points): 

In the course of your audit of the X Y Z Co., you find in your 
investigation of its operations that its costs are based upon stand- 
ard or predetermined costs, the cost system being controlled in the 
general accounts. All calculations are based upon operating at 
75% of capacity. However, during the year, operations were 
from 90% to 95% of capacity, with the result that factory over- 
head was over-absorbed to the extent of $75,000, which remains as 
a credit balance in the burden-control account. The company 
officers are not quite certain what should be done with this credit 
balance and ask your opinion. How would you proceed to find a 
solution of this problem, and what would your recommendations 
be? Explain, without using figures, what should be done with the 
credit balance. 


No. 6 (10 points): 

Give seven indications of a healthy financial condition which 
might appear on the balance-sheet and profit-and-loss statement 
of a manufacturing concern. 


No. 7 (10 points): 

In making a balance-sheet audit of a corporation you notice the 
following items: 

(a) Unissued common stock carried as treasury stock. 

{b) Dividend cheques drawn regularly for this unissued 
stock and charged to ‘“‘dividends’’, the cheques being redeposited 
and credited to treasury-stock account. 

(c) Corporation carried life insurance on its president, policy 
payable to the preferred stockholders. 
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The treasurer instructs the auditor to make any entries on the 
books which are deemed necessary. What adjustments, if any, 
would you make on the books and what special comments should 
the auditor’s report contain? 


No. 8 (10 points): 

You have been engaged to make an audit of the books of a 
corporation for the purpose of submitting certified statements to 
bankers. You find during the course of your work that the 
corporation owns all the capital stock of a subsidiary company, 
but you are refused access to the books of the subsidiary. What 
position would you take if the officers insisted upon an unqualified 
statement? 


No. 9 (10 points) : 

Upon examining the accounts of a manufacturer of musical 
instruments, who sells to the retail trade on an instalment basis, 
you find that repossessed instruments (i.e., instruments sold and 
replevined due to failure of customer to pay instalments due) are 
included in the inventory at original cost plus cost of recondition- 
ing. Give your reasons for agreeing or disagreeing with this state 
of the accounts. 


No. 10 (10 points): 

During the course of an audit of the books of a company manu- 
facturing and installing large units of electrical machinery, you 
find an account receivable of $100,000 due on contract No. 100. 
Upon a further examination of this account and contract, you find 
the following conditions: 

The total amount of the contract is $200,000 and by reason of 
certain concessions the customer agreed to pay one-half upon 
signing the contract and one-half upon completion of the installa- 
tion. You find that at December 31, 1925, the contract has been 
signed, $100,000 has been received, but work on the contract has 
not been commenced. The following entries appear on the books: 


Cost of sales en: 120,000 
To reserve for construction costs....... 120,000 

To accounts receivable................ 100,000 


The officers of the company advance the explanation that, 
inasmuch as conservative estimates show that the contract will 
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net a profit of $80,000, and having received $100,000 in cash, they 
are correct in taking up all the profit. What would you do under 
these conditions? 


Examination in Accounting Theory and Practice 
PART I 


NOVEMBER 18, 1926, 1 P.M. to6 P.M 


The candidate must answer the first three questions and one other 
question. 
No. 1 (37 points): 

You are employed by the X Company, engaged in the manufac- 
ture of electric washing machines, to make an audit of its books of 
account and records for the year ended December 31, 1925. 

From the following trial balance (abstracted from the com- 
pany’s books as of December 31, 1925, before closing) and ac- 
companying data, prepare such adjusting entries as you think 
necessary; a balance-sheet as at January 1, 1926, and a detailed 
statement of income and profits for the year ended December 31, 
1925. 


aud cate 150,000 
Machinery and 1,000,000 

Reserve for depreciation—Buildings $131,000 

—Machinery and equipment. . 310,000 

and office 12,620 

Inventory—Work in and finished goods, De- 

Return sales and allowances...................4... 31,720 
Maintenance and 39,265 
Sundry factory expenses... ...... 37,875 
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Depreciation, buildings. $6,000 
machinery and equipment............. 60,000 
Miscellaneous office expense... 3,700 
Traveling expense, 14,820 
 preferred—7% cumulative, par per 
Tools produced for company’s use.................- 11,000 


$6,307,870 $6,307,870 


During the course of your audit, the following facts are dis- 
closed : 

The cashbook was held open at the close of the accounting 
period and collections on customers’ accounts of $20,000, received 
in January, 1926, were included in the period under review as 
cash in transit. 

The accounts receivable are found to be in bad condition and to 
include $12,000, admittedly worthless, and $17,000 on which 
only a fifty per cent. recovery is expected. Of the bad accounts, 
$11,000 relate to prior years as do $8,000 of the doubtful accounts. 
All accounts written off by the company in 1925 relate to prior 
years. Notes receivable are considered to be good. Your ex- 
amination of the bad debt reserve indicates a debit balance of 
$1,600, per books, as at December 31, 1925. 


The inventories, December 31, 1925, consist of the following: 


Factory supplies. 18,600 
Work in process and finished goods. .................- 750,000 


The work in process and finished goods inventories comprise 
the following elements of cost: 


1924 1925 
125,000 210,000 
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Overhead is distributed on the basis of productive labor and 
your examination of the cost accounts discloses the following: 


Actual Actual Rate used 


productive overhead in 
labor cost system 
450,000 540,000 150 


The company computes its depreciation on the basis of rates 
applied to cost values at January 1, 1925, although effect has been 
given, on the books of the company, to an appraisal of all proper- 
ties as of January 1, 1925. 

Following is a summary of the property accounts and reserves 
for depreciation: 

Book value Appraisal 


Dec. 31, 1924 values 
(cost) Jan. 1, 1925 


Gross value: 
Machinery and equipment........... 600,000 1,000,000 
Reserves for depreciation: 
Machinery and equipment........... 400,000 250,000 
30,000 15,000 


The following rates of depreciation used by the company are 
found adequate: buildings, 2%; machinery and equipment, 10%; 
tools, 25%. Additions to the property accounts during 1925 con- 
sisted entirely of tools manufactured in the company’s plant. 
These were not completed and ready for use until December 31, 
1925. Charges to the tool account represent the following items: 
materials, $1,000; labor, $4,000; overhead, $6,000. 

The company has made no provision for federal taxes for 1925 
and admits that its liabilities are, in this respect, understated. 
It claims, however, that it has no federal tax liability for taxes 
for prior years. Upon examination of the company’s returns and 
tax file, you find that although heavy losses, incurred in 1921 and 
1922, would practically offset the profits of 1923 and 1924, the 
company made very large profits in 1918, 1919 and 1920; that a 
field agent has made an examination and found an additional 
tax liability for these years of $100,000. A letter in the files 
from the company’s tax attorneys estimates the liability at 
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$75,000 and your own scrutiny of the returns for these years. 
serves to confirm this estimate. 

Among the stipulations of the preferred stock agreement is a 
clause to the effect that annually, on or before March 31st of each 
year, the company shall set aside, out of the earnings of the calen- 
dar year preceding, the amount of $25,000 to purchase for retire- 
ment and cancellation an equivalent par amount of preferred 
stock which is callable by lot at par. 


No. 2 (15 points): 

The X Y Z company maintains a central warehouse at Chicago 
and operates stores in Chicago and several other cities. 

Goods are shipped from the warehouse to the stores when the 
proper formal requisitions are made by the store managers, and 
these goods are billed at purchase cost, plus a certain percentage 
to cover actual warehouse expense, the freight thereon being 
paid by the receiver. 

Reports of quantities on hand are sent by each store manager 
to the central warehouse every week. In some instances, surplus 
stock of one store is shipped to another upon instructions by the 
central warehouse and in such cases the freight from point of 
shipment to destination is paid by the receiver. 

Dead stock is usually sold by each store at special sales but at 
times such stock is returned to the central warehouse which sells 
it to jobbers specializing in odd lots. 

State the more important points to be watched and noted when 
valuing the inventory and determining profits by stores. 


No. 3 (25 points): 

A trial balance, as at December 31, 1925, and (so-called) 
quarterly operating statements of the A B company, together 
with certain supplementary information, are herewith pre- 
sented. 

You are required to prepare therefrom correct balance-sheet 
as of December 31, 1925, and income account for the period 
ended at that date, making what adjustments you think neces- 
sary and outlining, briefly, the governing accounting axioms and 
principles on which they are made; also reconcile the correct 
profit or loss for the year with that shown on the “‘operating’’ 
statement. 
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Trial balance—December 31, 1925 
Capital stock, common—$100 par................ $1,000,000 
Five year 1% notes, dated January 1, 1925........ 500,000 
First mortgage 6% twenty year 
par value issued—dated January 1, 1925........ 900,000 
Notes payable— N. Y. national 500,000 
425,000 
Operating expenses—factory..................... 150,000 
Depreciation, buildings —2% ps 20,000 
machinery—10% gee 150;000 
Reserve for 170,000 
30,000 
$3,771,000 $3,771,000 
Operating statements 
Three months ending: Mar.31 June 30 Sept. 30 Dec. 31 Yr. 1925 
$ $ $500,000 $500,000 
Raw material pur- 
expense, fac- 
150,000 150,000 
Salaries paid 
7,500 7,500 7,500 7,500 30,000 
1,000 1,000 2,000 6,000 10,000 
Interest 
On bonds......... 15,000 15,000 15,000 15,000 60,000 
On 7% notes...... 8,750 8,750 8,750 8,750 35,000 
On notes due bank. . 6,000 6,000 
$32,250 $32,250 $233,250 $438,250 $736,000 
$32,250 $32,250 $233,250 $236,000 
$61,750 
Construction: 
Buildings. ......... $500,000 $500,000 $1,000,000 
Machinery........ 500,000 $1,000,000 1,500,000 


Inventories—December 31, 1925: 


Raw material, $100,000; goods in process, $75,000; finished goods, $75, — 
Manufacturing operations started October 1, 1925. ‘No raw mat was used 
for construction. Officers and clerks were ‘holly engaged in su g and 
recording construction work to October 1, 1925. Notes to the N. Y. national 
bank can be renewed for period in excess ‘of one year. 
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No. 4 (23 points): 

A manufacturing plant, operating to the date of negotiations 
relative to disposition, was acquired by a newly formed corpora- 
tion, the price therefor being based on present sound values 
which were stated to be as follows: 


Present 

sound value Age 

$1 4} years 
217,300 2% “ 

57,550 1 year 

11,650 

27,660 1 year 

$285,700 12 years 


The estimated life of the machinery is ten years from date of 
original purchase; of equipment, fifteen years from date of pur- 
chase; of buildings A, thirty years and of buildings B, forty-five 
years. 

It is desired to set up the assets on the books at present repro- 
ductive values, with a corresponding depreciation reserve to bring 
their net book value tothe “‘sound values” given above. Compute 
the ‘‘reproductive value’’, the depreciation reserve, and give the 
future annual depreciation provision, all on the basis of a uniform 
rate each year until the book value is extinguished. 

It may be assumed for the purpose of your answer that there 
will be no salvage value. 


No. 5 (23 points): 

A city, with its fiscal year ending April 30th, prepares its budget 
and makes its tax levy for the subsequent fiscal year during 
March, taxes being payable on or after November 1st. 

In consequence of a bond election held in June, 1915, bonds of 
$1,000,000 were issued dated August 1, 1915, due in 20 years. A 
sinking fund is to be provided, calculated on a basis of 4% com- 
pounded annually. 

An audit having been made as of April 30, 1926, the balance in 
the sinking fund of $409,588.25 was found to differ from the 
actuarial requirements. 

Calculate the correct amount which should have been in the 
fund and ascertain the annual adjustment necessary thereafter 
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in order to meet the bonds at maturity, as the difference is to be 
spread over the subsequent levies and not provided for in the 
next levy only. 

Presume that 4% interest will be earned in future, that all 
taxes are collected in full by the end of the fiscal year and that a 
deposit of the correct amount is made in the sinking fund annually 
on April 30th. 

Given at 4%: 


v ®=.7306902 (1+i) *=1.3685690 
v°=.7205867 (1+i) *=1.4233118 
v= .6755642 (1+i)=1.4802443 
(1-+i)" = 2.1068492 
(1-+i)" = 2.1911231 
(1+i)" = 2.2787681 


Examination in Commercial Law 


NOVEMBER 19, 1926, 9 A. M. TO 12:30 P. M. 
(Each satisfactory answer is entitled to 10 points) 


Answer two questions on negotiable instruments, two on contracts, 
two on corporations, two on federal income tax and one question each 
on partnership and bailment. 

Classify each answer under its proper heading, as proper classifica- 
tion will be considered as part of a correct answer. 

Set forth the reasons and legal principles involved in each answer. 


1. Norton, owner of a pulp mill in Maine, negotiated with 
Burns for the sale of the mill. Burns lived in New York City, 
where Norton arranged to meet him. Norton left Maine on 
October 2nd, met Burns in New York and on October 5th they 
executed the contract of sale. On October 4th the mill was de- 
stroyed by fire, a fact unknown to both parties when the contract 
was signed. What are the rights of the parties? 

2. One of three members retires from a firm, the two remaining 
members assuming, by written agreement, all responsibility for 
the then outstanding debts. Before these debts are paid a com- 
bination of unfortunate circumstances renders the new firm in- 
solvent. Can the retiring partner be held for any part of the 
debts? 
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3. What is a common carrier’s liability for goods he carries, and 
what conditions free him from the liability? 

4. A has, among other items of income for 1925, the following 
dividends: 


United States Steel Corporation. $350 

err e Mines, Ltd. (a Canadian corporation operating en- 

Corporation (a British holding corporation whose sole income for 

five years past was dividends from a domestic corporation).. 250 


A’s total net income exceeded $12,000. How would you treat 
the above dividends in preparing A’s federal income-tax return 
for 1925? 

5. You are treasurer of the A corporation with power to sign 
commercial paper. Draw and sign a negotiable promissory note 
binding upon the corporation as maker. 

6. Jones ordered Cleary, a tailor, to make him a suit of clothes 
at a cost of $80. Cleary made the suit, but Jones refused to 
accept it and defended Cleary’s action at law, pleading as a defense 
the statute of frauds. Was this a good defense? 

7. A corporation is formed for the purpose of manufacturing, 
buying, selling and dealing in drugs, chemicals and similar products. 
The corporation, under authority of its board of directors, con- 
tracts to purchase the land and building occupied by it as a factory 
and store. G, a stockholder, sues in equity to restrain the corpo- 
ration from completing the contract, claiming that, as the certifi- 
cate of incorporation contained no provision authorizing the 
corporation to purchase real estate, the contract was ulira vires. 
Was G’s claim correct? 

8. A borrowed $75 from B, giving to B as security for the loan a 
valuable Swiss watch. B placed the watch in his office safe. 
Burglars entered B’s office, broke open the safe and took its con- 
tents including the watch. Is B liable for the loss of the watch? 

9. A makes and delivers to B a negotiable note payable ninety 
days after date, but fails to date the paper. B fills in a wrong 
date and negotiates it to C for value. What, as to C, is the cor- 
rect date of maturity? 

10. Explain what is meant by the term ‘withholding agent” 
as used in the federal income-tax law. 
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11. The X corporation increases its authorized capitalization 
from $100,000 to $200,000. Can the directors offer the increased 
stock for subscription to the public generally? 

12. A firm of three members decided to dissolve and discon- 
tinue business. One of the members secretly obtained a lease of 
the property which the firm had occupied for many years, the new 
lease to begin when the old one expired. This member obtained 
the lease prior to the dissolution, but it was known at 
the time that dissolution was contemplated. After dissolution 
the member sold the lease at a large profit. The other partners 
immediately sued to recover a share of the profit thus made. 
Could they succeed? 

13. A contract made, executed and delivered in Texas is the 
subject of a suit in Illinois. The laws of which state govern the 
validity and construction of the contract? 

14. Is it necessary that a negotiable instrument contain the 
words “‘ value received’’? 

15. Is a partnership required to make an income-tax return 
under the federal income-tax law? How are partnership profits 
taxed for income-tax purposes? 


Examination in Accounting Theory and Practice 
PART II 


NOVEMBER 19, 1926, 1 Pp. M. TO 6 P. M. 


The candidate must answer all the following questions: 
No. 1 (27 points): 

During the month of December, 1925, the Non-such Oil Com- 
pany prepared a budget covering the six months from January 1 
to June 30, 1926, the main purpose being an endeavor to forecast 
the company’s cash position as of June 30, 1926. 

Below are given the figures used in compiling the budget and 
the actual figures for the six months. 

From these and the data following, you are required to prepare 
a statement for presentation to the board of directors, showing a 
comparison between estimated and actual results and, in addition 
thereto, a brief but comprehensive report, to be read in conjunc- 
tion therewith, explaining the differences and their effect on the 
company’s cash position as shown by the statement. 

_ The figures given cover all sources of revenue and expense. 
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Non-sucn Or CoMPANY 


Estimated Actual 
Sales of refined products: 

Purchases of refined products: 
Operating expenses: 
Materials and supplies from warehouses. ..... . 180,000 170,000 
Marketing expenses. 2,290,400 2,222,240 
General and administrative expenses............ 900,000 800,000 
Capital additions: 
Materials and supplies from warehouses. ...... 1,500,000 1,500,000 
Preferred stock sinking fund................... 200,000 200,000 
Accounts receivable: 
Accounts 
30th 800,000 750,000 
Inventories of materials and supplies: 
For operating purposes, January 50,000 50,000 
For new construction, 500,000 500,000 
500,000 400,000 
NOoTEs: 


(1) There are no marketing expenses on crude oil sales. 
(2) —— of materials and supplies are paid for within the month re- 
cei 


Statement of quantities 


Refinery 
Purchases Production Sales consumption 


Crude oil (barrels): 


4,000,000 2,000,000 2,000,000 
3,800,000 1,900,000 1,900,000 
Refined products (gallons): 
Gasoline: 
3,000,000 50,400,000 40,000,000 
4,000,000 47,880,000 42,000,000 
Kerosene 
Other: 
21,000,000 19,440,000 
1,200,000 19,950,000 17,560,000 
Refinery loss: 
4,200,000 


Note: 1 barrel equals 42 gallons. 
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No. 2 (30 points) : 
The assets and liabilities of four companies are given herewith: 

(A) Holding company. 

(B) Manufacturing subsidiary of which A owns 80% of the 
stock, the rest being owned by outside interests. 

(C) Company of which 95% of the stock is owned by B, the 
rest by outsiders. 

(D) Selling company, 92% of the stock being owned by A 
and 8% by outsiders. 


The building occupied by D was purchased from A for 
$1,550,000, although A paid only $1,000,000 for it. D has provided 
depreciation reserve on the $1,550,000 at the rate of 4% per 
annum for 5 years. 

Prepare a consolidated balance-sheet eliminating the excess 
valuation of the buildings due to the inter-company profit taken 
by A in selling a building to D at a profit of $550,000; and show 
the liability to the minority stockholders of each company and, 
by schedule, the minority interests and consolidated surplus. 

Arrange the balance-sheet, as to sequence and grouping of 
items, as you think best. 


A B Cc D 
Assets 

Sonos 940,000 536,000 1,550,000 
Investments at par in stock of 


Owing from other companies in- 
cluded in this consolidation.. 2,853,000 116,000 


Inventories: 
320,500 136,000 
Finished goods............. 142,200 128,000 1,215,000 
Accounts receivable.......... 496,300 1,885,000 
Deferred charges............. 13,200 
Marketable securities......... 115,000 500,000 
$5,429,100 $3,934,263 $1,431,730 $5,283,000 
Liabiliti 
2,210,800 212,963 557,730 634,000 
Owing to companies included in 
this consolidation.......... 1,720,000 116,000 1,133,000 
Notes payable............... 1,200,000 45,000 1,286,000 
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Liabilities A B Cc D 
Accounts payable............ $18,300 $113,400 $322,000 
Reserves: 
Depreciation, machinery and 
292,400 48,000 
Depreciation, buildings ..... 95, 500 $113,000 310,000 


$5,429,100 $3,934,263 $1,431,730 $5,283,000 


No. 3 (20 points): 

Having been appointed to ascertain the financial condition of 
Snow, Frost & Co., stockbrokers, as at June 30, 1926, you and 
your staff attended the office of this concern at the close of busi- 
ness on the date aforesaid. 

The cash and securities on hand (both in the office and safe- 
deposit vault) were counted and listed and details secured re- 
garding securities in transfer, securities deposited as collateral 
for loans, those held by other brokers for the firm’s account and 
those held as margin for customers’ accounts as well as customers’ 
“‘short’’ commitments. 

All these data have since been verified by you. 

The books of the firm have been closed, under your direction, as 
at June 30, 1926, the general ledger showing the balances as 
follows: 


Partners’ capital and undivided profits............... 390,750 


The securities, above mentioned as verified, have been valued 
at{‘market ” as at June 30, 1926, and relative to such valuation, 
the following facts have been ascertained: 


Value of securities in office and vault... ........-.eseeeeeeees $ 176,000 

deposited as collateral for bankloans......... 190,000 
held by other brokers forthe firm’saccount ... 1,955,000 


An analysis of the customers’ accounts and a comparison with 
the value of securities held as margin therefor together with 
the value of customers’ ‘‘short” commitments, disclosed the 
following facts: 
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(1) The firm held as collateral for customers’ accounts with 
ledger debit balances amounting to $1,337,500, securities having a 
market value of $1,787,000. 

(2) The firm held as collateral for customers’ accounts with 
ledger debit balances amounting to $110,000, securities having a 
market value of $90,000. 

(3) Customers’ accounts with ledger debit balances amounting 
to $2,500 were unsecured. 

(4) Customers with ledger credit balances amounting to $7,500 
owed the firm, on account of ‘“‘short” sales, securities having a 
market value of $9,000. 

(5) Customers with ledger credit balances amounting to $42,500 
owed the firm, on account of ‘‘short”’ sales, securities having a 
market value of $32,500. 

(6) Customers’ accounts with ledger credit balances amounting 
to $30,000 had no “‘short’”’ commitments. 

(7) There were included in the securities deposited as col- 
lateral for bank loans, those having a market value of $5,000 which 
belonged to customers who had no ledger balances. 

From the foregoing, you are required to prepare a balance- 
sheet setting forth: 

(a) The financial condition of the firm as appearing by its gen- 
eral ledger accounts before adjustments. 

(b) The adjustments resulting from the valuation of the 
securities accounted for and verified in your examination. 

(c) The firm’s financial condition after all such valuations and 
adjustments. 


No. 4 (23 points): 

Company X, a close corporation, has $200,000 fully paid 
common stock of which $150,000 was owned by A. Other capital 
stock of the company is $1,000,000 six per cent. cumulative non- 
voting preferred. 

A died in 1920 and, by will, appointed B trustee with authority 
to continue the investment in the common stock of company X 
and to divide the net income from dividends among his four chil- 
dren during their lives. 

C, one of the beneficiaries, learns that although the company 
has ample working capital and has been making large profits, 
these profits are not distributed. He so informs the trustee, B, 
who calls upon you to investigate. 
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You obtain the following information: 

Prior to 1921, the four managers and directors of the corpora- 
tion each received $15,000 per annum for services, and any 
balances of profits remaining after the payment of dividends were 
carried to surplus account. The board of directors remained the 
same but in 1921 and later years the balances of net profits were 
carried forward in the profit-and-loss account. 

At each annual meeting of stockholders, from 1921 to 1925 
inclusive, resolutions were adopted granting the following addi- 
tional remuneration to the board of directors for equal division: 
(a) a commission on the net profits of each separate year, after 
payment of the directors’ salaries, at the rate of 2% on the first 
$100,000 or part thereof; 5% on the next $100,000 or part thereof, 
and 74% on any excess; (b) a bonus of 5% on the amounts avail- 
able for dividends at the end of each year after payment of 
directors’ salaries and commissions. 

The net profits for the five years, after making provision for 
reserves and depreciation but before charging directors’ salaries 
or commissions, were: 


245,000 


In each of the five years, 6% was paid on the preferred and 10% 
on the common stock. 

Prepare a brief but comprehensive report including a statement 
setting forth the amounts paid in each of the five years to the 
board of directors and to the two separate classes of stockholders. 
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Treatment of Replacement Reserve Funds 
By H. Nau 


THE JOURNAL OF ACCOUNTANCY for July, 1926, page 40, con- 
tains the comments of an officer of a public-utility company upon 
the suggestions of a consulting engineer for a public-utility com- 
mission who is said to have recommended that a public utility 
be required to deposit its replacement reserve funds in a separate 
bank account, instead of being permitted to invest such funds 
in extensions and additions to the property. The readers of 
THE JOURNAL were invited to express their views as to the treat- 
ment of this important factor in the balance-sheet of a public 
utility. This invitation was accepted by George S. Call, and 
in the August issue of THE JOURNAL, page 144, there was printed 
a letter from him in which he expresses agreement with the officer 
of the public-utility company as to the folly and economic waste 
involved in depositing such funds at a low rate of interest instead 
of reinvesting them in the property, where they would probably 
produce a larger return. However, he takes issue with the public- 
utility officer in his statement that the public has no interest in 
the earnings from such a fund. My attention has been called 
to both of these articles, with the request that I write a memo- 
randum for THE JOURNAL on the treatment of replacement reserve 
funds. 

(1) It would not seem that there could be controversy regard- 
ing the contention of the public-utility officer that a utility is 
entitled to a rate for service which will reimburse it for 

(a) Operating expenses, including current maintenance and 
taxes 

(b) Reimbursement to the company for current general 
destruction of its property by usage or abandonment 

(c) Interest return on the fair value of the property (the 
only disagreement arises over the rate of interest) 

(2) If the return is based upon the cost of the property (or 
upon its fair value from a date specific at which public regulation 
of rates and all future accruals to replacement funds begin) then 
the return from the investment of the replacement reserve funds 
has no bearing in any computation for the establishment of rates 
for service because the value of the property already contains 
the sum which has been accumulated for its future replacement, 
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and earnings from any investment of replacement funds (whether 
in property or in securities) operate solely in the benefit of the 
consumer. 

(3) If it be suggested that the depreciation reserve should be 
deducted from the cost of the property (or its fair value at the 
date from which public regulation begins, plus additions at cost) 
each time the question of the propriety of the existing rates arises, 
then, of course, the utility should be entitled to the same rate of 
return on the money invested in the replacement reserve funds 
(whether it be a deposit or be invested in extensions to the prop- 
erty or be in securities) as it is on the money invested in the 
property itself. However much contention there may be about 
the question of whether or not depreciation should be deducted 
from the cost (or value of the property at the date when a utility 
is brought under public regulation) I have not yet heard any one 
suggest that future depreciation reserves should be deducted 
from such cost (or value of the property) after the utility has 
been brought under public regulation. The whole controversy 
seems to have raged around the starting point, but there would 
not seem to be any question about the values upon which a utility 
is entitled to a return after the time when all additions to the 
property have been brought under the control of regulatory 
commissions. These values would be the fair value determined 
at the time the utility was brought under regulation plus the 
cost of such subsequent extensions and betterments as are 
financed by the sale of new securities. 

(4) If the utility obtains an income from the established rates 
for service, neither more nor less than an amount which will 
reimburse it for all operating expenses including current main- 
tenance, taxes and depreciation, plus the agreed-upon fair return 
on the investment in its property (which includes not only the 
fixed property but all property used in rendering the service), 
then the only interest which the public has in the depreciation 
or replacement reserve funds is that such funds be neither more 
nor less than necessary to replace all property at the proper time 
and that they be available when needed so that the public service 
will not suffer. 

(5) Theoretically, it is true that the reserve for renewals and 
replacements (call it depreciation, retirement expense, or by any 
other title or titles given to this account or subdivision thereof) 
has been provided by the present consumer for the future main- 
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tenance of the plant, and the public has, therefore, an interest 
in the use made of any funds created through such reserves. It 
also has an interest in the actual or potential earnings of such 
funds. Theoretically, it is also true that such funds merely 
measure the value of the property worn out, lost or become obso- 
lete in rendering service, and hence the funds are the property 
of the utility as much as the illustrative pole mentioned by the 
public-utility officer. It is the contention of the utility officer 
that the money belongs to the utility as much as the pole, and 
that the public has merely paid the utility for the property used 
up in rendering service in the rate which it has paid for the service. 
However, we can not stop here and fail to recognize that, pri- 
marily, the utility exists to render a specific public service and 
that if the pole is necessary to render this service the utility 
should neither be permitted to sell the pole without replacing 
it nor to use its retirement and replacement funds without giving 
the public the benefits derived from their use. Moreover, we 
must always keep in mind that the utility is at all times entitled 
to a return on the value of the pole and not on the sum of the 
value of the pole and the amount which it has received from the 
consumer for retirement or replacement of the pole. 

If it be assumed that the utility is limited to a fixed and specific 
rate of return, then the scale of rates for service should include 
provision only for such rate of return on the cost of the property 
(or agreed-upon value at the date regulation began, plus additions 
at cost). If the utility invests its renewal and replacement funds 
in additions and betterments (and is coincidentally permitted 
to capitalize them by issuing additional securities), it will, to the 
extent of such investment, receive the specified rate of return, not 
only on the original cost of the property but also on the funds 
provided by the consumer to replace the property at some future 
time. This situation seldom, if ever, arises in practice. Usually 
additions precede the authority to issue additional securities. 
If the utility, as suggested by the engineer, deposits such funds 
or invests them in low-interest-bearing securities its aggregate 
income will be that much less and it would be necessary to obtain 
from the rates for service as much more as is measured by the 
differences between the income from investment securities and 
the potential income from investment in the property. But 
the public is not benefited by an unwise economic policy which 
ties up funds at a low rate of interest when they could be more 
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profitably employed by investing them in the property of the 
utility. There may be merit in Mr. Call’s suggestion to divide 
the benefit from the useful employment of these funds between 
the public and the utility, and there may well be instances when 
practical equity would be served by adopting some such expe- 
dient as he suggests. This procedure would not result in giving 
the public any added advantage except the one secured to it by 
giving the utility an incentive to make the best possible use of 
these funds. 

(6) The practical application of theoretically sound expedients 
is fraught with very great difficulty, and, at best, only a very 
rough approximation toward the equitable handling of public- 
utility problems can be made by public-utility commissions or 
other regulatory bodies. Rates of interest, guesses concerning 
a proper allowance for depreciation (or replacement reserves) 
and even the dimensions of the measuring stick itself, the dollar, 
are in a continual state of flux and change. The error in properly 
forecasting and using any one of these and other factors intro- 
duces a more disturbing element in approximating the rough 
equity striven for in rate regulation than does the failure to ignore 
such theoretical refinements as suggested by Mr. Call. 

(7) In 1914 the writer’s firm was employed to assist the public- 
utilities commission of Ohio in prescribing a uniform classifica- 
tion of accounts for electric utilities. Because this classification 
deals with the general subject of replacement funds, it may be 
worth while to quote the provisions relating to this subject which 
were prescribed by the Ohio commission. These provisions 
reflected the opinions of the writer at a time when he had given 
much careful thought to the problem. The provisions relating 
to renewal and replacement funds and the general subject of 
depreciation or, as it is styled in this document, “deferred up- 
keep,”’ are explained and defined in a separate chapter of the 
classification and are given as follows: 


PROVISIONS FOR DEFERRED MAINTENANCE 
Definitions and Explanations 
The law of Ohio relating to this matter is as follows: 


Depreciation account 
‘Section 614-49—Every public utility shall a proper and adequate 
depreciation or deferred maintenance account, whenever the commission 
after investigation shall determine that a depreciation account can be 
reasonably required. The commission shall ascertain, determine and 
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prescribe what are proper and adequate charges for depreciation of the 
several classes of property for each public utility. The charge for depre- 
ciation shall be such as will provide the amount required over and above 
the cost and expense of maintenance to keep the property of the public 
utility in a state of efficiency corresponding to the progress of the art or 
industry. The commission may prescribe such changes i in such charges 
for depreciation from time to time as it may find necessary.’ 


Depreciation fund 


“Section 614-50—The moneys for depreciation charges thus provided 
for shall be set aside out of the earnings and carried as a depreciation fund. 
The moneys in such fund may be expended in new construction, exten- 
sions or additions to the property of the public utility, or invested, and 
if invested, the income from the investment shall also be carried in the 
depreciation fund. Such fund and the proceeds thereof may be used for 
the purpose of renewing, restoring, replacing or substituting depreciated 
property in order to keep the plant in a state of efficiency. Such fund 


and the proceeds or income therefrom shall be used for no pur other 
than as provided i in this section, except upon the approval of the com- 
mission. 


In order to provide the bookkeeping machinery for making 
a proper record relating: to the matter of deferred maintenance, 
each utility shall keep the following four accounts: 

No. 27: Deferred upkeep (or some sub-account thereunder). 
This account will measure the deferred expens.'s for future main- 
tenance chargeable against the current operations, in accordance 
with the provisions made by the management of the utility to 
take care of such deferred expense. 

No. 93: Reserve for deferred upkeep (or some sub-account there- 
under). This account provides the bookkeeping machinery 
through which to record the entire history of the transactions 
affecting the deferred maintenance. 

No. 63: Deferred upkeep fund. This account will represent 
an actual fund, set apart from the current receipts, from which 
to defray the future cost of deferred maintenance. 

No. 85: Borrowings from deferred upkeep fund. This account 
will measure the amount of the deferred upkeep fund expended 
or in process of being expended for new construction, extensions 
or additions, permitted to be made by the utility under section 
614-50. 

Account No. 27, deferred upkeep, shall be charged, and account 
No. 93, reserve for deferred upkeep, shall be credited monthly, 
or annually, with such an amount as in the judgment of the 
management will be sufficient to maintain the structures and 
equipment of the utility as an efficient instrument for rendering 
service for all time. 
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Account No. 63, deferred upkeep fund, shall be charged and 
current cash credited monthly or annually for the amount trans- 
ferred to the deferred upkeep fund equal to the charge to deferred 
upkeep and the corresponding credit to reserve for deferred up- 
keep. 

For class A utilities, both the maintenance charge for deferred 
upkeep and the corresponding credit to the reserve have been 
subdivided as follows: 


Account Account 


No. Charges No. Credits 
271—Extraordinary repairs 931—Reserve for extraordinary repairs 
272—Renewals and replacements 932—Reserve for renewals and replace- 
273—Contingencies ments 

933—Reserve for contingencies 


The deferred upkeep fund, however, need not be so subdivided. 

The charges to deferred upkeep for sweh anticipated extraor- 
dinary repairs, renewals and replacements, and contingencies, 
shall be determined by the management of the utility, taking 
into consideration all material experience of the past, as well as 
the best estimate of the future, and shall be so fixed as to dis- 
tribute the burden of such deferred expense, as nearly as may 
be, evenly throughout the useful life of the property. 

Pending the making of rules by the commission under the 
authority of section 614-49, the utility shall furnish to the com- 
mission annually a summary analysis of the charges and credits 
to the reserve for deferred upkeep. 

The deferred upkeep fund shall be kept separate from the cur- 
rent cash, and may be deposited in bank or invested in readily 
convertible securities. All interest and income from the deposit 


or investment of this fund shall accrue to and be charged to the 


fund, and credited to the reserve for deferred upkeep, or if, in 
pursuance to the permission given in section 614-50, the utility 
uses money from this fund for new construction, extensions or 
additions to its property, the amount so expended shall be con- 
sidered as a loan made by the fund, and an entry passed charging 
current cash and crediting account No. 85, borrowings from 
deferred upkeep fund. 

The borrowed money shall be restored to the deferred upkeep 
fund whenever necessitated by the demand upon the fund for 
defraying expenditures for deferred maintenance. 
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The credit balances appearing in any reserve accounts relating 
to the fixed assets of the utility as of December 31, 1914, for 
depreciation or for deferred maintenance, as herein defined, shall 
be carried forward intact on the books of the utility as of that 
date. On January 1, 1915 (or as soon thereafter as the utility 
shall have provided for the accounts prescribed in this classifi- 
cation), an entry shall be passed as of January 1, 1915, charging 
all such accounts and crediting reserve for deferred upkeep or, 
in the case of class A utilities, one or more of its subdivisions as 
the management of the utility may decide. As of the same date 
a journal entry shall be passed charging deferred upkeep fund 
and crediting borrowings from deferred upkeep fund for the total 
amount of such reserves. 

When extraordinary repairs as later defined herein are made, 
the cost thereof shall be charged to the reserve for deferred up- 
keep (class A, reserve for extraordinary repairs) and defrayed 
from the deferred upkeep fund. 

When items of tangible fixed assets are retired from service, 
whether as the result of wear and tear, breakage, supercession, 
discontinuance of use, or as the result of contingencies as herein 
defined, they shall be credited at their original cost (estimated 
if not known) to the fixed asset accounts affected, and charged 
to the reserve for deferred upkeep, (class A, reserve for renewals 
and replacements). Their then value, if any, as second-hand 
material or junk, shall be charged to the sub-account “scrap” 
under account No. 73, materials and supplies, and credited to the 
reserve for deferred upkeep (class A, reserve for renewals and 
replacements). The proceeds from the sale of such scrap shall 
be transferred periodically from the current cash to the deferred 
upkeep fund, and any errors in the estimate of the value of such 
scrap, as determined by its sale or other disposition, shall be 
adjusted between the accounts involved. 

When items of fixed assets thus retired from service are re- 
newed or replaced, the total cost of the new property shall be 
charged to the appropriate fixed asset accounts, and such por- 
tion only of the renewal or replacement as is measured by the 
credit to the fixed asset accounts for the retirement of the property 
renewed or replaced shall be defrayed from the deferred upkeep 
fund. 

Deferred upkeep or deferred maintenance consists of such 
expenditures necessary to be made in the future in order to keep 


424 


| 


Treatment of Replacement Reserve Funds 


the structures and equipment composing the physical plant of 
the utility in proper state of repair and efficiency, whether such 
maintenance be necessitated by wear and tear, accidental break- 
age, destruction by casualties, or by supercession due to changes 
in the art. 

Current repairs are not chargeable to deferred upkeep and are 
provided for herein by direct charges to the several maintenance 
accounts in the classification, and are defined as the ordinary 
current daily, weekly or monthly repairs, necessary to be made 
to a similar extent, one year with another, to keep the plant in 
current operating condition. 

Extraordinary repairs are defined as the larger and more un- 
usual repairs made to structures or equipment, the deterioration 
of which has been accumulating for a period of time and which, 
in the nature of things, it would be impracticable to overcome 
by current repairs. Provision for such repairs through charges 
to deferred upkeep serves the purpose of distributing the burden 
of such expense over a similar period of time and also of equalizing 
cost statistics. 

Renewals and replacements are defined as the cost of rehabili- 
tation of such a complete unit of structure or equipment as can 
be identified in the property accounts of the utility. When the 
use of any tangible fixed asset is discontinued it shall be treated 
as retired, whether renewed or replaced or other property substi- 
tuted therefor or not. 

Contingencies are defined as the additional cost of maintaining 
the structures and equipment of the utility resulting from cas- 
ualties and events of an unusual, extraordinary and unforeseen 
character, not covered, or which in the judgment of the com- 
mission it would not be good business practice to cover, by in- 
surance. The character of these contingencies is so varied that 
it is not possible to anticipate in what form they will arise. 
Among others there are storms, floods, fires, explosions, strikes, 
riots, civil disturbances and other similar disasters, involving 
destruction of property and part or complete suspension of service. 
The effect of contingencies is two-fold, (1) to hasten the date 
when the property involved needs to be repaired, renewed or 
replaced, and (2) to occasion losses and require expenditures 
additional to the cost of restoration of the structures and equip- 
ment reflected in the fixed asset accounts. Class A utilities shall 
charge to the reserve for renewals and replacements so much 
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of this cost as is reflected by the credit to fixed asset accounts for 
property retired, and the remainder of such cost shall be charged 
to the reserve for contingencies, and defrayed from the deferred 
upkeep fund. 

At the close of any reporting period class A utilities may, by 
proper adjusting journal entries, transfer balances comprising 
the reserve for deferred upkeep from one subdivision of the re- 
serve to another, in order to equalize and adjust any errors of 
judgment in making the estimates for the several classes of de- 
ferred maintenance. 

In the case of classes B, C and D utilities the charges to the 
subdivisions of the deferred upkeep and the credits to the sub- 
divisions of the reserve for deferred upkeep, prescribed for class A 
utilities, may be made to the account, deferred upkeep, and to 
the account, reserve for deferred upkeep. 

The requirements relating to the setting aside of the deferred 
upkeep fund will be complied with by periodical reimbursement 
to the fund cash or the current cash, as the case may be, of the 
difference between the receipts that accrue to the fund and the 
disbursements payable from the fund, and it will not be neces- 
sary to pay vouchers by a separate series of cheques drawn against 
the fund for such items as are payable from the fund. If receipts 
accruing to the fund and expenditures payable from the fund 
are not currently deposited therein or disbursed therefrom, an 
accounting may be set up on the books of the utility in such a 
manner as will preserve a permanent record exhibiting the fol- 
lowing: 

Fund receipts by current cash—Dr. 

(1) The sum total of all charges to deferred upkeep for the 
period. 

(2) Receipts from the sale of scrap from retired or abandoned 
property for the period. 

(3) Receipts, if any, from earnings on fund investments for 
the period. 

(4) All other receipts properly accruing to the fund for the 
period. 


Fund disbursements by current cash—Cr. 


(1) Borrowings from deferred upkeep fund for the period. 
(2) The portion of the cost of renewals and replacements 
credited to fixed asset accounts and charged to the reserve, 
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measuring that portion of the cost of the property retired for the 
period which has been replaced. 

(3) Extraordinary repairs, measured by the charges to reserve 
for extraordinary repairs for the period. 

(4) Contingencies, measured by the charge to the reserve for 
contingencies for the period. 

(5) All other expenditures properly payable from the fund 
for the period. 

The excess of the fund receipts over the expenditures payable 
from the fund, shall be transferred from the current cash to the 
deferred upkeep fund, or vice versa. 

The foregoing requirements are prescribed both for privately 
and municipally owned utilities. Municipally owned and oper- 
ated utilities shall raise the reserve for deferred upkeep provided 
for herein, and concurrently make the proper complementary 
charges to deferred upkeep. 


Note.—Under the system of accounts prescribed herein, it 
is possible for the reserve for deferred upkeep to stand in debit 
balance. When the reserve for deferred upkeep stands in debit 
balance it will be treated on the balance-sheet in the report to 
the commission as a minus proprietary interest; when it stands 
in credit balance, as a plus proprietary interest. 

* * * * * 


It is interesting to note that in the tentative draft of this order 
of the commission provision had been made for interest at the 
current rate on credits to the account entitled borrowings from 
deferred upkeep fund. However, after considerable discussion 
at meetings attended by representatives of the utilities and repre- 
sentatives of the commission and after careful consideration by 
the commission itself, the provision for interest on borrowings 
from replacement funds was left out of the final classification 
because it was believed that the practical problems involved in 
an attempt to approximate equity in dealing with questions of 
rate regulation were difficult enough without complicating them 
by such theoretical refinements in a scheme of accounts, the pri- 
mary purpose of which was to accumulate and record facts which 
might make possible a rough attempt to arrive at practical equity 
in specific cases. 

This article was primarily prepared in response to a request 
to make comment upon the proposal of the consulting engineer 
(anonymous) referred to by the officer of a public utility (also 
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anonymous) and the letter of Mr. Call. Hence, the following 
summary of the points at issue: 

(1) The replacement reserve funds belong to the public-utility 
corporation and, upon its liquidation or upon cessation of public 
regulation or other reason which results in the specific corpora- 
tion no longer being under the regulatory control of the public- 
utility commission, these funds are the private property of the 
corporation to deal with as it sees fit. 

(2) The replacement reserve funds have been provided by 
the consumer and so long as the utility continues to render public 
service the regulatory authorities have the right to prescribe 
how they may be employed, whether by investing them in ex- 
tensions or improvements to the property or by investing them 
in securities or keeping them on deposit or by all these methods 
of investing them. 

(3) To require these funds to be kept on deposit or invested 
at a low rate of interest (except that in some rare specific cases 
this may be indicated to be necessary to finance needed replace- 
ments) can only operate to the detriment of the public in that 
a larger revenue must be obtained from rates for service measured 
by the difference between the income from investments and the 
larger income when more profitably employed. 
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Some Variations in Inventory Valuations 
By T. H. SANDERS 


Cost or market, whichever is the lower, is still the most widely 
accepted rule for valuing inventories of raw materials, work in 
process and unsold finished stock. Under steady price conditions 
it is undoubtedly the safe and reasonable rule; moreover, there is 
very great advantage in a uniform and generally recognized prac- 
tice, since no one is then left in doubt as to the basis on which 
this item has been determined and profits computed. But it is 
doubtful whether an item of such importance can be left to the 
arbitrary action of any single rule, and, as a matter of fact, there 
is very high business and accounting authority for modifications 
under certain conditions. 

The present article consists in substance of a comparison be- 
tween the practices of the National Lead Company, the Inter- 
national Harvester Company and the United States Steel Cor- 
poration, as shown by a study of their annual reports during the 
last fifteen years, but with special reference to the war period. 
Incidentally one gets an interesting contrast in methods of report- 
ing to stockholders, and of certification by outside auditors as 
authority for published statements. The net result of this in- 
vestigation is that a broad view of the subject of inventory valua- 
tion may well require substantial modification of the common 
rule, without resorting to measures too drastic for reasonable 
consideration. At the present moment, moreover, there seems to 
be some tendency for inventories to increase, and there is a pos- 
sibility that accountants may again be confronted with a mild 
form of the problems which faced them in 1920. 


NATIONAL LEAD COMPANY 


The National Lead Company gives very little accounting in- 
formation in its annual reports, offering practically no details 
concerning profit and loss, and very few comments on the balance- 
sheet. The annual reports from 1917 to 1925 inclusive contain 
no mention of any public accountant having seen their records or 
certified their accounts. This comment is not intended as a 
stricture; the entire series of reports creates an impression of 
solidity, cautious yet effective management, and a desire on the 
part of the directors to do their duty to their stockholders, their 
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employees and the public. Nevertheless, the adequate reporting 
and authentication of company results is of importance, and the 
National Lead Company is conservative in this respect. 

From 1911 to 1913 no remarks are made on the inventory in the 
report. The 1914 report contains the statement, ‘Inventories 
have been taken on our usual conservative basis.”” In 1915 an 
item entitled ‘‘ Metal reserve’ appeared on the liability side of the 
balance-sheet to the amount of $200,000. By way of explanation 
it was stated that this amount was to cover rises in the market 
prices of tin and antimony—tises which were then expected to be 
reversed in the near future. In 1916 this metal reserve was in- 
creased to $300,000, and thesame figureappeared inthe 1917 report. 

In 1916, 1917 and 1918, each annual inventory showed an in- 
crease of $1,000,000 over the previous year. In the last-named 
year the metal reserve was accordingly increased to $1,000,000, 
and reference was made in the report to the necessity of keeping a 
minimum quantity of stock on hand, in order to do business. In 
1919 a further million was added to the inventory, and in 1920 the 
increase was three and a half million dollars. It was at this point 
that the company printed in its annual report the statement that it 
had throughout the war valued lead, the main item in its inventory, 
at 3.4 cents a pound, the lowest price at which purchases were 


made during 1914. The explanation given was as follows: 


Our normal-stock system of taking inventories has been followed in the 
preparation of this statement, with the exception noted below. 

Prior to the war, the National Lead Company divided its inventories 
into normal stocks and excess above normal. The normal stocks were 
valued at the lowest price reached by metals in the year 1914. The excess 
above normal was valued atcost. Thenormal stocks never chan ither 
in quantity or value placed thereon. The excess above normal varies in 
quantity and value according to the facts. In case of an encroachment 
upon the normal stock at any branch creating a deficiency, a reserve is 
created in the normal-stock inventory sufficient to buy the amount of 
such deficiency at the replacement value of the metal at that time—the 
first a purchased being used to make good the deficiency in the normal 
stock. 

In fixing the amount of normal stocks, we determine the amount of 
metal (whether lead, tin, copper or antimony) in the following manner: 

1. The amount of metal normally in transit to our factories. 

2. The amount of raw metal necessary in the factories to prevent pos- 
sible stoppage of manufacturing, due to transportation or other difficulties. 

The amount of metal in process of manufacture, which in case of 
white lead extends over several months. 

4. The amount of manufactured products necessary to be carried in 
stock at factories and warehouses, in order to make prompt deliveries. 

The result is that about 80% of our total inventories is in normal stocks. 
Inasmuch as the purchases of raw materials from month to month approx- 
imately equal our sales of metal in the form of manufactured products from 
month to month we adopt the fiction:—that the metal sold in the form of 
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manufactured E- during any given month was made out of the 
metal bought during that month, and the normal stock is never touched, 
and our inventories, therefore, are valued at cost. 

For all practical purposes, the normal stock is like a piece of machinery 
which the company has to have always on hand in order to operate. When 
the price for pig lead, for instance, went to 11 cents a pound, the National 
Lead Company could not make an actual profit thereon without selling its 
normal stocks but, in that event, it would either have to buy back such 
normal stocks at the then market, or go out of business. In the latter 
case, it would lose the value of its goodwill and the cost of the marketing, 
which would be far greater than any possible profit on sale. 

This being true we do not deceive ourselves by marking up invent 
values and taking book profits, upon which we could not realize, to be fol- 
lowed later by book losses of like amount. Bookkeeping is likely to affect 
policy. By taking book profits on ascending markets of raw material, a 
company is likely to be led into er per and wastefulness. On the 
other hand, book losses during a period of declining market are likely to be 
discouraging and may become embarrassing. Our stockholders are also 
likely “tn, deceived & apparent high earnings followed by severe losses, 
if such book profits and losses are reported in our published state- 
ments. 

The advantage to the company of this safe and conservative method of 
taking inventories has been made manifest during the last few years. For 
instance, the market price of pig lead advanced from the low price of $3.40 

r hundred pounds, at which our normal stock of lead is inventoried, to 
Bi 1 (or higher) during the war years, and on December 31, 1920, it had 
fallen to $4.75. Inasmuch as we have never taken any book profits, we do 
not now have to take any book losses. It would have been just as reason- 
able to mark up the value of our plants and machinery to the replacement 
value thereof during the war years (with a consequent showing of book 
profits), and then write them down to present replacement values (with a 
conseqnent showing of book losses), as to make similar variations in our 
normal stock. 

Of course, as to our excess above normal stocks—which have always been 
inventoried at actual cost until written down to the market on December 
31, 1920—we have like all others who have inventoried at market or cost 
(whichever is lower), made profits and losses. But these, while serious, 
are relatively unimportant. 

Because of the unusually rapid and pronounced decline in the market 
price of metals at the close of the year, it was deemed prudent to create 
additional normal stocks where needed, and inventory all excess above 
normal stocks at market instead of at cost. Inasmuch as the normal- 
stock system of inventory, as above described, automatically creates in 
itself a metal reserve, the metal reserve of one million dollars—created in 
1918—was used for this purpose, as originally intended. 


The significance of this policy may be gathered from the two 


tables given on pages 432and 433. Fromthe 1922 report one learns 
that the ‘‘ normal stock”’ of lead had been 80,000 tons; the net effect 
is, therefore, that the inventory has been written down from the 
usual cost or market basis by the difference between 3.4 cents a 
pound and current prices, multiplied by 80,000 tons. For pur- 
poses of this computation the average annual prices for pig lead 
have been used,* which are doubtless a fair approximation to 
what cost or market would be in any one year. 


* Bureau of labor statistics, Bulletin No. 367, pp. 144-5. 


431 


} 
i 
| 
{ 
i] 
| 
| 
| 
} 
t 
| 
. 
| | | 
} 
|| 


The Journal of Accountancy 


000'00s‘7z 
000'00T'LZ 
000'008'6T 
000'00F'Tz 
000'00E" LT 
000'002'ZT 
000'002'8 
000'000'8 
000'006's$ 
paisn{pe 


000'009‘6T 
000'009'0z 
000‘009°6T 
000'000'9T 
000°000'ST 
000°002‘8 
000‘00¢"Z 
000‘00¢'z$ 
peyiodai se 


anjeA 
J9A0 


000'087‘6 
000'096'ZT 
000'087‘6 
000‘0r8‘TT 
000‘00¢‘FT 
000'0%z‘9 


UI 


| 


OD 


(8329) 
10} 
aod 


prs] 


SSS 
= 
| 
AAAAAAA an 


Some Variations in Inventory Valuations 


TABLE II 
Showing corresponding adjustment of profits 
Net profits 
Reported Excess inventory at 
net earnings over value average market 

$2,500,000 $800,000 

3,000,000 5,440,000 6,520,000 
_ 4,700,000 6,400,000 1,980,000 
4,600,000 3,840,000 2,040,000 
4,700,000 7,520,000 8,380,000 | 
3,500,000 1,920,000 2,100,000 * 
4,900,000 3,800,000 6,780,000 


The effect of these comparisons is shown graphically by the y 
following chart: 


7 
% 
i 
2 
1903 1916 eon en 920 
——— Ropertes Eornings Adjested Earnings - 


National Lead Company: Reported net earnings, and net earnings adjusted 
to cost or market basis 


In 1922 the report stated that the bureau of internal revenue 
had disapproved of the company’s normal-stock method of valu- 
ing inventory, which necessitated submitting to the government 
revised returns, with inventories at cost or market, whichever 
was the lower. The report stated that in the long run this would 
make no difference in the amount of taxes payable. Most 
accountants understand, however, that on account of excess- 
profits taxes at varying rates, and also because of changes from 
year to year in the rates of taxation, the year in which income is 
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reported does make a difference in the amount of taxes paid over 
a series of years. 

The 1922 report also stated that the metal reserve covers the 
excess costs on the inventory over and above the normal quantity; 
this means that the entire inventory, normal and excess above 
normal, was practically marked down to a pre-war basis. 

Further arguments in favor of the company’s normal-inventory 
method appear in the 1924 report. A table was appended to show 
the wide fluctuations in profits which would have arisen during the 
preceding fifteen months on the normal inventory of lead, now 
96,000 tons. During the first three months increases in market 
prices would have given a profit of $3,840,000; during the 
next three months precisely this amount would have been lost 
again. In the next eight months a profit of $6,720,000 would 
have been made through increased prices, and over one-third of 
this would have been lost again during the next month. In the re- 
port of the following year the company stated that every one cent a 
pound change in the market price of lead meant $2,000,000 to 
its inventory. The National Lead Company is still carrying 
its normal inventory of lead at the base price of 3.4 cents a 
pound, and to this extent eliminates price fluctuations in the 
computation of its profits. 

An interesting comment on this situation was made by a well- 
known investment service, which stated that, as a result of the 
normal-inventory method, the company showed “‘no fancy book- 
keeping profits during the war period.” One would like to 
know if the writer knew precisely what he meant. 


INTERNATIONAL HARVESTER COMPANY 


The International Harvester Company’s experiment in stabili- 
zation through the inventory was not quite so thoroughgoing as 
that considered above. The Harvester Company began only in 
1917; it used 1916 prices to value its ‘“‘basic” (i.e., normal mini- 
mum). inventory, and abandoned this value in 1921 because 
current prices had gone below their base price. The figures of 
four years only, therefore, 1917-1920 inclusive, are affected, but 
the steadying effect on profits was almost as marked as in the 
case of the National Lead Company. The importance of the 
problem to the International Harvester Company may be 
judged by the fact that its inventory averages 60% of its an- 
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nual sales. The following extracts from its reports will show 
the procedure: 


December 31, 1916 

Raw materials, work in process, and finished products were valued at 
cost, which was lower than market at December 31, 1916. In view of the 
rapid rise in raw-material prices and the uncertain conditions surrounding 
their future course, an addition of $1,000,000 has this year been made to 
the inventory depreciation reserve, making the total reserve $2,750,000, 
which amount has been deducted from the inventories. 
December 31, 1917 

Raw materials, work in process, and finished products are valued at 1916 
inventory prices (being the actual cost of that year), which are adopted 
as a fair and stable basis for inventory valuations during the period of the 
war. In addition the company is carrying the general inventory reserve 
previously accumulated. 
December 31, 1918 

Note.—The “basic” inventory, representing a normal quantity of raw 
materials, work in process, and finished products, has been valued at 1916 
inventory prices (being the actual cost of that year), which were adopted 
in 1917 asa fair and stable basis for inventory valuations during the period 
of the war. The “excess” inventory (that is, the quantity in excess of 
normal) has been valued at reasonable market prices. In addition, the 
company is carrying the general inventory reserve previously accumulated. 
December 31, 1919 

The “basic” inventory, representing a normal quantity of raw materials, 
work in process, and finished products, is valued at 1916 inventory prices 
(being the actual cost of that year), which have been adopted as a fair 
and stable basis for inventory valuations during the period of high prices. 
The “ excess” inventory (that is, the quantity in excess of normal) is valued 
at 1919 cost or market, whichever is lower. The general inventory 
reserve of $5,975,000 existing at December 31, 1918, has been utilized 
during 1919 in the disposition of war losses. 
December 31, 1921 

The rapid decline in market values during the year 1921 of the com- 
modities entering into the company’s-products has resulted in price levels 
that make unnecessary the continuation of the “basic” inventory method 
of valuing inventories; therefore, raw materials and supplies, includin 
purchases after the close of the manufacturing season, have been valu 
at cost or market, whichever was lower, at December 31, 1921. Work in 
process of manufacture and finished products have been valued at replace- 
ment cost, based on market values of | raw materials and labor rates at De- 
cember 31, 1921; such replacement cost being lower than the year’s cost 
of production. 


The situation was somewhat complicated by the fact that for 
part of this period there were two corporations, the International 
Harvester Company of New Jersey, and the International 
Harvester Corporation. The former did the domestic business, 
the latter the foreign business and some ‘‘new lines.’’ The cor- 
poration sustained heavy losses in Europe through the war, and 
the two companies were re-combined in 1919, in time for the New 
Jersey Company’s reserves to help to meet the corporation’s losses. 

Like the National Lead Company, the International Harvester 
Company met with no sympathy from the bureau of internal 


435 


} 
} 
| 
| 
fi 
| 
; 
| 
| 
| 
if 
ia 
| 
i? 
{ 
i 
{ 
| 
ij Beir: 
|| 


The Journal of Accountancy 


revenue, and was required to file returns and pay taxes upon 
profits computed on the usual basis. The company’s officers 
nevertheless expressed satisfaction with their experience, and 
said that they would do the same thing again in like circum- 
stances. The adverse arguments of the bureau are stated in the 
following paragraph: 


Valuation on “base stock”” method: The base-stock method of taking 
inventory is not warranted by the law or regulations. According to this 
method, a manufacturer or dealer values at the same price year after year 
the minimum quantity of goods which he must have on hand at all times. 
It did not appear that this method had had any considerable recognition 
as the best accounting practice, but on the contrary, it was evident that 
it had not been widely adopted. A taxpayer who values his inventory 
at cost and who retains identifiable goods year after year may attain the 
results with respect to such identifiable goods which would be attained 
through the use of the base-stock inventory method. Goods which have 
been so intermingled that they can not be identified with specific invoices 
must, however, be deemed to be the goods most recently purchased be- 
cause, in the absence of evidence as to the actual facts, this presumption 
is more nearly true than any other.—Adv. Bd. rec. 65, 1 C. B 51. 

The reports of the International Harvester Company contain 
the full certificate of public accountants, including specific 


explanation of the mode of valuing the inventories. 


UNITED STATES STEEL CORPORATION 


The United States Steel Corporation arrives at substantially 
the same results by a somewhat different process. Its reports 
are remarkable for their clarity and completeness; in the matter 
under discussion they may be distinguished from the two cases 
previously mentioned in that, while avoiding the valuation of 
inventories at inflated prices, the exact effect of the adjustment 
may be seen, and the balance-sheet and income statement ad- 
justed to a cost or market basis if the reader so desires. In the 
case of the National Lead Company an approximation to this 
basis may be made, but not an exact adjustment; while any 
attempt to re-compute the International Harvester Company’s 
position would be still more of an estimate. Moreover, both the 
balance-sheet and the income statement of the steel corporation 
are certified on their face by public accountants, in addition to 
the complete certification shown on another page, which clearly 
states the scope of the audit. 

In the 1916 report the detailed inventory schedule shows 
$13,500,000 deducted as ‘‘reserve for amount of actual cost or 
market value of stocks in excess of normal prices therefor.”” In 
the balance-sheet only the net figure, after deducting this reserve, is 
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shown; in the condensed profit-and-loss statement the reserve is 
deducted as a special adjustment. The certificate of the auditors 
states that ‘‘an adequate reserve has been made in respect of all 
abnormal values.” 

In 1917 this reserve became $30,000,000, in 1918, $51,000,000, 
and in 1919, $90,000,000. At this point the certificate discon- 
tinued the term ‘‘abnormal values” and stated that ‘‘a sub- 
stantial reserve has been deducted from the values so deter- 
mined,’’ that is, at ‘approximate cost.” In 1920 the reserve 
grew to $95,000,000, still reported in the same way, and it was 
stated that this represented the excess of unit prices over similar 
prices at the close of 1915. In 1921 the reserve was reduced to 
$61,000,000, and it was then described as being ‘‘set aside from 
earnings of previous years to absorb deflation in valuation in war 
period prices which may from time to time develop in respect to 
inventory items.” In 1922 the reserve was reduced to $50,000,000, 
and remains at approximately that figure in the last annual 
statement. 

It is clear, therefore, that the balance-sheet might be adjusted 
by any interested person, by adding the stated amount of the 
reserve to the balance-sheet inventory figure and to the surplus. 
The income statement of any year might also be adjusted by 
adding to the net profits shown the change in the inventory re- 
serve for that year. The only point on which we are not informed 
by the reports is whether or not the company’s published income 
figures were accepted by the internal-revenue bureau. 


CONCLUSIONS 


The net effect of these three company studies is the indication 
that business men of the highest standing felt it necessary, in a period 
of inflation, to depart from the customary cost or market method 
of valuing inventory, and to reserve against such part of the in- 
creased value as they believed could not be permanent. What is 
more, accountants of the highest standing have certified these 
statements. The practice is at variance with the common ac- 
counting rule and is disapproved by the internal-revenue depart- 
ment. Accountants may, however, very well consider whether 


they can not better adapt their rules to the requirements of sound. 


business, while so presenting the facts that the situation is per- 

fectly clear to the reader. The basic method described above 

was permitted by the income-tax authorities in England, largely 
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because of their practice of averaging the profits of three years for 
the purpose of computing the taxable income. It may be that in 
due time our own internal-revenue bureau will become somewhat 
more elastic in this respect. 

The suggestion that a minimum or normal inventory is a fixed 
investment of the same character as plant assets is ingenious, but 
not fully convincing. As the internal-revenue decision points 
out, there is a fundamental difference, in that the specific goods of 
the inventory are sold and replaced between annual reports, 
whereas the identical plant assets are retained. The bureau’s 
suggestion that the identical goods of an inventory might be 
carried forward from year to year, and a company thus realize the 
benefits of the ‘‘normal inventory”’ method, is obviously futile. 
The question is one of broad business policy, and is not to be 
answered on a basis of simple arithmetic of this sort. 

As in so many accounting difficulties, the real question is as to 
the period which should be covered by an income statement, in 
order to show truly the earnings of a business. If it be supposed 
that a period of inflation lasted for five years, at the end of which 
prices were at the same level as at the beginning, a single income 
statement covering the entire period would include no profit or 
loss arising from inventory changes; its income would come 
solely from selling goods for more than they cost. Interim income 
statements would, on the contrary, contain extra profits during 
the period of rising prices, with equal losses during the fall; the 
total net profits would be the same. But that does not mean 
that one can simply wait for time to iron things out; at any one 
point it is not known how soon, or to what extent, rises in prices 
will be reversed. Apart from tax considerations, the published 
reports should give the best possible guidance to stockholders who 
are thinking of selling their holdings during the fluctuations. 
Any computations as to the true net worth of a corporation, the 
value of its.capital stock and its current ratios are certainly more 
enlightening when made upon information as given in the reports 
of the United States Steel Corporation, than they are if ‘‘cost or 
market’’ inventories alone are available. The net effect of the 
former presentation is that cost or market values are given for those 
who desire them, but a more permanent valuation is added, and is 
preferred. The one essential thing is that any departure from 
custom should be fully explained, and its effect indicated pre- 
cisely, in order that no one may be misled in the intermediate stages. 
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EDITORIAL 
" The winter now beginning will bring 
The Legislatures with it the biennially recurrent peril of 


legislation. Most of the state legisla- 
tures will assemble, talk, bargain, play politics in its least justi- 
fiable form, pass a great many totally unnecessary and perhaps 
vicious laws and then, after having disturbed the orderly course 
of affairs, will adjourn. It is almost worth going through the 
anxiety of legislative years to experience the profound relief 
which comes to all of us when we read that the legislature has 
gone home to its several sources. It may be that in the mass of 
new laws there will be a few worthy of enactment. It is certain 
that the great majority will be completely useless. Some day, 
some Utopian day, may come when legislative bodies will assemble 
themselves together only when there is something important to 
be done. What a glorious change that would be and what a 
saving of time, money, civic health it would effect! For the 
present, however, we must put the best possible face on the 
matter and take legislatures and even congress as for the most 
part inescapable evils in these early days of civilization. They 
are somewhat like whooping cough and measles—unpleasant but 
rather to be expected. Of course there is nothing easier than to 
sneer at the lawmakers—it is a safe and popular pastime. Many 
noble men are giving of their time and ability to make the states 
and the nation as a whole better and better as the years go by. 
To such men all honor and public gratitude are due; but they are 
in the minority and the sad incontrovertible truth remains that 
the legislator, speaking generally, is a burden upon the com- 
munity and his activities are ever dangerous. Perhaps no 
people in this country feel the force of this fact more keenly than 
the public accountants. Each legislative year is fraught with 
doubts and dangers and it is quite within the range of probability 
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that something seriously adverse to the interest of the profession 
may be done by any one of the legislatures at any session. With 
fifty-two laws regulating the practice of accountancy in as many 
jurisdictions and with the inborn inclination of a kind of men to 
meddle in matters in which it seems safe to meddle, it is not much 
to be marvelled at that accountants fear legislative years in their 
respective states and dream of a day when regulation of the pro- 
fession will be protected in some way from the caprice of unin- 
telligent and possibly hostile legislators. 


Specifically the danger lies not so much 

Legislative Dangers in too strict regulation of the profession 
but rather in too lax or in unfair regula- 

tion. It is open to question whether the idea of legal control of a 
profession by compelling registration even after the most searching 
preliminaries is altogether happy or wise. It is evident that the 
profession does not unanimously approve such a system because 
the American Institute of Accountants governs its admissions 
without regard to any state law. Certain state examinations 
may be recognized by the Institute’s board of examiners as 
sufficient test of technical knowledge, but the organization has 
long maintained its own rules to which all applicants must con- 
form. In other words, the Institute believes that the profession 
should govern itself without interference by anyone not of the 
profession. But the custom of state regulation has established 
itself pretty thoroughly and for that reason the Institute has 
‘labored steadfastly to better the conditions by suggesting new 
laws, amended laws, improved regulations, etc. to the end that 
the legal designation, certified public accountant, may mean 
something well worth while. The success of these efforts has 
been considerable and the letters C. P. A. now have a meaning 
and a value in most of the states and territories. If only the 
legislative danger could be averted it would be quite within the 
bounds of reason to expect a steadily growing significance in the 
state-given designation and a process of gradual development 
in public appreciation. What the profession wants is to be left 
to its own resources and to work out its own salvation. It is 
practically certain, however, that this will not be permitted. 
During the next three or four months there will be efforts to 
abolish legislation already enacted and to throw the profession, so 
far as state control is concerned, back into chaos; there will be 
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attempts to enact laws extending the privilege of registration to 
every aspirant however unqualified; there will be proposals for 
even closer political ties between examining boards and state 
officers; and who knows what other wild and queer notions may 
be written into bills, enacted into laws and receive approval of 

state governors? All that can be done is to maintain an ever 
vigilant watch and ward, to oppose through every legitimate 

agency and avenue the perils as they appear, and for the rest to 

look forward in a spirit of faith and hope for the announcement in 

the press that on such and such a date the legislature adjourned 

sine die. 

it A good deal of discussion has taken 
——a tant’s place of late on the question to what 

extent the client of an accountant is 

entitled to restrict the range of the accountant’s activities. The 
client engages the accountant to do certain things for which he 
knows that he will be required to pay a professional fee, and 
consequently he feels that he has a perfect right to set limits and 
to specify what the work shall be. If the client can not define 
the scope, who can? This seems as simple as the alphabet. It 
appears plain that the man who goes out to obtain professional 
assistance should know what he wants and be able to get precisely 
that and nothing more. It must be confessed, also, that there is a 
small minority in the broad list of those who call themselves 
accountants ready to accept this apparently proper theory and to 
give the client services which will not cause even the most nervous 
person the slightest apprehension of fear. On the other hand the 
overwhelming majority of the profession—all reputable prac- 
titioners—will be confronted at times by limitations which must 
not be accepted. So the question as to the right of the client to 
require positive or negative service, which seems at first glance 
altogether beyond argume::t, is really a subject upon which there 
may be the widest difference of opinion in any individual case. 
The accountant, of course, like the physician, must not insist 
upon doing work which a client does not agree to have done. It 
matters not how grave may be the condition of a patient the 
physician can not command, he can only suggest and perhaps 
strongly urge curative measures. The accountant may feel 
confident that there is inherent rottenness in a business, but he 
can not insist upon cutting out the disease if the client will not 
consent. The accountant may believe that a tottering concern 
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can be strengthened and set forward on the way to success by the 
installation of sound methods of financial control or by the 
adoption of modern means of handling accounts and mer- 
chandise. The most he can do is to urge that the recom- 
mendations he makes be accepted. He can not use what the 
police in these gentle days call strong-arm methods. If the 
client is content with things as they are and if the new-fangled 
notions of the twentieth century do not appeal to him, it may be 
unfortunate for both client and accountant, but that does not 
alter the case, for the client is the arbiter after all and the 
accountant is merely an interloper without rights if he is not 
wanted. So much is axiomatic. 


a hate There are, however, cases of a different 
—<—-< y Be kind altogether and it is in these that the 
question of definition is debatable. Let 

us suppose that the accountant is called in to make a balance- 
sheet audit and that the client requires a certificate which can be 
presented to the bankers in support of application for credit. Has 
the client the right to forbid the accountant to make any reason- 
able and customary test of the accounts or notes receivable? 
That is probably the one point upon which the question of re- 
striction most often arises and it will serve for illustrative pur- 
poses, although there are many other important elements in the 
accounts about which client and accountant may differ. If the 
client believes that the accountant should refrain from satisfying 
himself by any or all usual and just analysis and verification of 
items in the accounts, to what extent should the accountant 
meekly bow and obey? There are, no doubt, many corporations 
whose own internal systems of audit may be so well managed that 
the accountant can dispense with any detailed verification of all 
the items, but that is not saying that the accountant may ever be 
forbidden to investigate with thoroughness anything which seems 
to him to require investigation. It is one thing to feel that the 
conditions justify acceptance of certain items at their book value 
but quite another thing to accept any item because the client 
declares it to be correct or immaterial. We are not thinking now 
of the limited engagement, such, for example, as the request that 
an accountant come in and check the accuracy of the compu- 
tations in the books or prepare a balance-sheet from the books 
without certificate or comment. Such tasks as these are of a 
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decreasing sort and many, perhaps most, accountants would not 
accept them. There are audits of specific accounts or groups of 
accounts also which carry no obligation to do anything more than 
to make an inspection of those things. In a case of that kind the 
bounds set by the client may be perfectly acceptable and may not 
cause the least suspicion that there is anything extraordinary 
about the company or its transactions. Restricted engagements 
of this kind are not common and need not be considered in a 
discussion of the right of the client to define. The accountant in 
these days is generally expected to make a more or less com- 
prehensive survey of the whole business and, even when his 
certificate is neither demanded nor desired, he is charged, in the 
public mind at any rate, with the duty of seeing that all is well 
within the range of his professional vision. 


Snepeetesieens kk It may be said that when the client 
ctory wishes to restrict the accountant in the 

scope of his investigation it is of evil 

omen and for that reason, if for no other, the accountant should 
beware. The accountant is always supposed to be wary even 
when all is peaceful and in perfect order—there can be no two 
opinions on that. But it is not always an indication of crooked- 
ness when the client attempts to throw unusual restrictions around 
the accountant. There may be reasons of the most innocent 
character which seem to the client good and sufficient. Time, 
expense, confidence in one’s customers and staff—these and 
others may induce the client to suggest that the accountant 
should simply accept the figures given him and seek no verifica- 
tion. There are many men in business who are honest as the 
day and lack the very elements of ordinary business caution. 
With such as these the accountant frequently finds himself 
involved in controversy on points which to most men would be 
self-evident. It should be unnecessary to say that, when the 
client attempts to set bounds to an investigation and in so doing 
arouses the suspicion of the accountant, there are only two things 
possible for a reputable practitioner to do: he must either insist 
upon unhampered access to all records and the right to make a 
more than ordinarily penetrating verification of balance-sheet 
items or he must refuse to have anything whatever to do with the 
client or his case. The latter is by far the better way, for the 
accountant who, having any doubt about the integrity of his 
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client, continues to act in professional relationship with him is 
laying himself open to the accusation of compounding a wrong 
if not an actual felony. It is not in the case of the shaky or 
shifty client that the accountant is most interested; it is easy 
enough to throw such cases down the stairs or out the window 
if the building be not too high. The real and important question 
arises when a client in good faith would limit the scope of an 
investigation so that the accountant is unable to prove to his 
own satisfaction that the accounts truly report the facts. It is 
not safe to be dogmatic on such a subject. Possibly some con- 
catenation of circumstances might permit limitations not com- 
monly allowable. But speaking broadly it may certainly be 
affirmed that the accountant must not accept any engagement, 
especially in the auditing field, unless he is given a free hand to 
do what his professional experience and knowledge tell him should 
be done. He should use his freedom wisely and without un- 
necessary and meticulous foolishness, but he must insist upon the 
right to do whatever the case requires. If he accept an inter- 
pretation of professional duty narrower than that let him take 
his place among the ranks of those who are servants rather than 
practitioners. Indeed, the difference between professional and 
other vocations lies largely in this, that the employee must do 
as he is told to do, provided there is nothing positively wrong 
about it, whereas the professional man brings his own mind and 
will to bear when he accepts as well as when he serves a client. 


a If a correspondent writes to inquire 

What as €ss- what a “‘business-getter” may be, one 
is naturally impelled to reply that he 

or it is a device to get business. That seems fairly clear. But 
if the correspondent adds: ‘‘I mean in an accountant’s office”, 
that is another matter altogether. What is a business-getter in 
an accountant’s office? Indeed, sir, we should like to know. 
What desire can an accountant have to get business? There 
must be come inexplicable mistake here, some confusion. Does 
the correspondent really mean an accountant’s office or is he not 
thinking of some other kind of office, perhaps a bootblacking 
parlor? An accountant, if you are speaking of a public ac- 
countant, as you seem to be, is a professional man and he knows 
naught of business so far as his personal participation goes. He 
might conceivably be interested in increasing his practice and his 
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clientele, but never in getting business. The idea is a paradox. 
We are assured that such a conception is contrary to all the laws 
of biology. ‘‘I applied for a position on the staff of a well known 
firm of accountants and was told that there were no openings for 
accountants unless the applicant could prove himself a good 
business-getter and then there might be a chance.” The man 
who wrote these words is not an utter fool and he seems to know 
something of the subject whereon he writes. We know his 
recent history and know that he is a moderately sound citi- 
zen not greatly given to mendacity. But what is this thing 
that he is describing, the office of an accountant, a public ac- 
countant evidently, wherein a business-getter can find a place? 
He does not mention the city in which this amazing experience 
came to him but as he is chiefly resident in New York it seems 
possible that the largest American city has added to its already 
bewildering list of rare and novel things this hitherto unknown 
phenomenon, a business-getter in an accountant’s office—not 
strayed thither, let us remember, but positively encouraged to 
enter and abide there. Somewhere in the backroom of memory 
there seems to be a faint shadow of some remote prototype of a 
business-getter who in the bronze age—or was it in the brass?— 
went about drumming up trade for a forerunner of the account- 
ant. But today under the light of the professional lamp it is 
entirely out of the question for an accountant to employ anyone 
for the prime or even the secondary purpose of bringing grist to 
the mill. 
, All that has been written in the pre- 
fa coo ceding paragraph ought to be true; but 
it is greatly to be feared that the 
business-getter is not entirely unknown. He may be called by 
any one of a dozen names ranging all the way from so genial a 
thing as a ‘‘good mixer”’ to so deplorable a creature as a house- 
to-house solicitor, a ringer of door-bells, who peddles accounting 
service as though it were a vacuum cleaner or the latest edition of 
some ornamental and highly educational set of books. There is 
nothing to be said against the man whom fate compels to sell 
commodities at the doorstep. He may be a benefactor when all 
is said and done. But what shall be said in favor of the so-called 
professional practitioner who permits his services to be hawked 
about the streets and in the corridors of office buildings as though 
a tangible commodity were on sale? It is difficult for anyone of 
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average intelligence to understand how these business-getters 
ever justify their appellation. It seems that no business man 
with the smallest perception of the proprieties would be deceived 
by the blandishments of the most persuasive salesman whose 
wares were something so delicate and intangible that in the nature 
of things they could not be offered across the counter or entered in 
a salesbook. If a man entered an office and presenting the 
card of a firm of lawyers began to extol the merits of his principal, 
even if he did not descend to the profound depths of quoting a 
scale of fees intended to be seductive, he would create a feeling of 
amazement followed by disgust in the minds of everyone. If a 
crisp and dapper young man called at any home in any com- 
munity whatsoever and solicited attention to the skill and 
accomplishments of a physician or surgeon, he would be doing the 
thing which above all others would keep his principal’s waiting 
room roomy and waiting. Yet there are people who try to 
convince themselves and everyone else that it is only by adopting 
such vile practices that the members of an equally learned pro- 
fession, accountancy, can achieve their place in the sun. How 
utterly preposterous it is! Surely solicitation defeats its own 
purpose. 
t is not an easy matter to draw a 
= Yaga distinct line between the social ac- 
complishments which in a legitimate 
way will help any professional man to win that favor in the 
public mind which will bring clients or patients to the door and 
the direct and offensive touting which is condemned by all 
canons of good taste and modesty. There is a zone of doubt 
between the two extremes and it is only by the exercise of the 
personal sense of the ethical that the division can be made. 
There can be no valid objection to good fellowship and association 
with one’s friends and neighbors, and if subjects of a professional 
nature are sometimes discussed on the golf course or on the yacht 
it is ridiculous to protest; but that is not to admit any propriety 
in using club membership or any other means as a rudder to steer 
professional practice to one’s private dock. Unfortunately the 
code of ethics of the American Institute of Accountants does not 
specifically inhibit all solicitation. We think it should do so. 
The rules forbid solicitation of the clients of another member, but 
nothing is said on the subject of solicitation as an enterprise on 
its individual merits or faults. The accountant who solicits the 
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favor of another member’s clients is liable to suspension or 
expulsion, but if it be wrong to approach the clients of a fellow 
member it must be equally wrong to encroach upon the field of 
any accountant. In other rules of conduct it is laid down that an 
Institute member shall not address by letter any business man or 
company not a client or a personal friend of the member, and it 
seems that a similar restriction might be placed upon the range 
of solicitation. If it were the rule that no member should seek 
as a client anyone not personally known to him and known also to 
be without the professional assistance of any other accountant, 
whether a member of the Institute or not, it would be a good 
thing for all concerned. It is practically impossible to prevent 
suggestive reference to accounting affairs when an accountant and 
another man are met together. No proof of turpitude could be 
produced and it would be futile to make rules which could not 
be enforced. Every accountant must use his own innate sense of 
right and wrong to govern his relationships with other men. He 
must follow the golden rule if he is a gentleman. Beyond that it 
is not needful to go in that realm of personal conduct where there 
is no third person present to criticise or restrain. The truly 
reputable practitioner in any profession can be trusted to do the 
correct thing and to abstain from acts in private which would be 
condemned in public. The man who may not be trusted so is 
not reputable and sooner or later his acquaintances will become 
suspicious and tell him about it. Thus we get back to the old 
argument, which has appeared time and again in this magazine, 
namely, that there should be rules of conduct sternly enforced for 
a few glaring offenses and that for the fine points of doctrine 
and behavior the individual accountant must be guided by his 
conscience and his sense of what is due to the great profession to 
which he is privileged to belong. 


The Work is We are coming close to the end of 

Not All another year and, like every other sort 

and condition of men, accountants will 

look back over 1926 and take a kind of inventory of things in 
general. Most of them will find, when the balance is struck, 
that it has been a quiet year and its profitableness not the greatest 
in history, yet for all that the year has added something to the 
accumulated surplus of most practitioners. Nearly everyone is a 
little nearer to the goal which he has set for himself, the amount 
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of principal which will enable him to lay down something of the 
burden of work and to play more. Here and there, it is said, 
there is an accountant or two who would continue the full pressure 
of activity to the brink of the grave. Some would have a profit- 
and-loss account read at the funeral services and would prefer a 
pile of ledgers as a memorial of them. But they are rare souls— 
the rarer the better. Most good workers are addicted to the 
habit of looking forward to a little rest, a little play, a little medi- 
tation and perhaps a little thought for the welfare of humanity 
after the heat and burden of the day. If we could only see into 
the minds of the ordinary man we should almost always find 
there a symbol of the dollar, the franc, the pound, followed by a 
row of figures representing the minimum of that competence to 
which the mind’s eye is turned. It would be a sum of greatly 
varying amount, for no two of us have the same desires and plans 
for our declining years. It would be alike, however, in its 
exactitude. Everybody who knows anything at all knows 
pretty well what he wants for himself and for his family. The 
trouble with too many of us is that we set the mark of our ambi- 
tion too high, and when we fail to reach it we struggle against 
what we call our ill fortune and fight on and on so long that when 
we do reach the goal we are tired out and have lost all the art of 
play and restfulness. To most men in this stupendously pros- 
perous country there comes a time when work can be tempered 
more and more with recreation and to a great many the ability 
to retire from active labor altogether comes before it is time to 
close the shutters. When to retire is a more difficult question 
than how to retire. 
During the year now ending several 
When to Retire practitioners have gone to render their 
last accounting who might have been 
hale and hearty yet, by all human ways of judging, if they had 
been willing to slow down a little a few years ago. They wrought 
at the intense and killing pressure, which so many accountants 
seem to believe necessary, until the machinery wore out, and then, 
when something gave way, the break was beyond repair. It is 
an American fault to work so incessantly and at such speed in the 
dollar business that most of us do not know what to do with 
leisure when we find it. The railroad man spends his day off 
sitting about the nearest station and watching the trains go by. 
He can’t think of anything else to do. The accountant is often 
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an offender of the same kind. He is lost without accounting to 
do. Lately there has been a little improvement, it is true. 
Golf has saved some, travel others. A few men can be found who 
have laid down the working tools in time to learn the joy of other 
things, and it is to be hoped that their example will be followed 
by a growing number. It has been said that the men who most 
advance the cause of civilization are those who have time to think. 
The philosopher is at last a greater man than the artisan. It is 
not necessary to relinquish one’s interest in his life-work simply 
because the full driving power is given over to others. There is 
an immense opportunity for constructive thinking by the prac- 
tically experienced man who, in the height of his mental growth, 
finds himself in a position to use his mind uninterruptedly on 
something bigger than a detail. Under the open sky good and 
fruitful thinking is easier than in an office. And, after all, what 
is gained by working until the undertaker calls? If a man has 
enough to enable him to live decently and to do some good in the 
community and to take care of his family, is that not sufficient? 
If there has been misfortune and the man must keep his hand 
on the plow to the end of the last furrow that is an altogether 
different case. Most of the practising accountants are not so 
placed. Accountants work too hard; they stick to the task 
too long; many of them die too early. And so when the question 
is asked, ‘‘When should a man retire from active practice?” the 
best answer that can be given is simply this: ‘‘ As soon as possible.” 


Income-tax Department 
EDITED BY STEPHEN G. RUSK 


If an accountant is ambitious to augment his education he should give care- 
ful attention to the workings of ‘‘the legal mind.” We know of nothing that 
has been of such edification to us as is the careful contemplation of legal de- 
cisions in federal tax matters. Heretofore some observations have been made 
in this department as to fearful and wonderful decisions that have been handed 
down, but very recently a decision has been brought to our attention that is 
so apropos of the subject of the peculiar results arrived at by the operating of 
much legal thinking, that we deem it not unwise to make comment on it. 

A taxpayer acquired by gift in 1917 stock of a new corporation that was then 
being sold for $100 a share, its par value. Because the corporation was 
formed to enter a comparatively new and then untried field of business (the 
financing of automobile notes), the value of the stock was speculative. The 
corporation incurred a large promotion and financing cost in disposing of its 
stock, and this cost was entered on its balance-sheet as promotion cost. For 
various reasons the company’s earnings did not come up to expectations during 
the three subsequent years, and the taxpayer sold her stock in 1920 for $21 
ashare. As she had reasons to believe that the value of the stock at date of its 
acquisition was in excess of $21 a share, she made no return of income for 
the year 1920—the sale of stock constituting her only income. 

Some years later the commissioner decided that the stock had a value of 
$2.85 a share at date of its acquisition and that the difference between $21 
a share and the said $2.85 was taxable income, and that the taxpayer in- 
curred the prescribed penalty for failure to make a return. In this relation 
an interesting fact to keep in mind is that the commissioner had determined 
that the fair value of the stock for capital-stock purposes at about the date 
taxpayer acquired the stock, was about $20 a share. This case was care- 
fully gone into by the commissioner at the behest of the taxpayer, but as no 
agreement could be reached it was appealed to the United States board of tax 
appeals. After the usual hearing and a delay in reaching a decision of over a 
year, the board decided that the value of the stock at date of its acquisition was 
$10.85 a share; that the difference between this amount and the $21 selling 
price was taxable income and that the taxpayer was subject to a 25 per cent. 
penalty for failure to make a return. 

To those of the legal profession there is nothing astonishing in the foregoing 
decision, but to those of us not versed in their lore, it is puzzling at least as to 
why the penalty was asserted, for the taxpayer had the following reasons 
to believe the fair value of the stock at date of its acquisition was as great or 
greater than che selling price: 


1. It was t «ing sold for $100 a share in substantial quantities. 
2. commissioner, after reducing the value of the promotion and financing 
y a large amount, found a value for capital-stock purposes at or 
aucuc date of its acquisition of about $20 a share. 
3. A balance-sheet of the company showed capital and surplus to aggregate 
$102.85 a share. 
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How many taxpayers, confronted by these facts, would have made a return 
or would have thought that they had received taxable income? And, as there 
were sO many varied attempts to arrive at the fair value of this stock by 
the commissioner with varying results, why should the taxpayer be on notice 
of just what value would finally be determined by so many giving it thought- 
ful consideration? 

By an interesting coincidence, undoubtedly, the value of the stock finally 
determined by the board was identical with an unaccepted compromise offer 
made by the commissioner some years prior to the final decision. 


SUMMARY OF RECENT RULINGS 


Where, in a large inventory, articles identified by stock number were listed by 
departments, the cost price and year of purchase of each article being shown, a 
discount being taken on certain departments as a whole, and the testimon 
showing that such method was favorable to the government, the value whi 
was returned will not be disturbed. 

Salaries shown by uncontradicted evidence to be reasonable for actual serv- 
ices rendered and similar to those in competing businesses are allowable deduc- 
tions. (United States district court, district of Maine, N. D., Wood & Ewer 
Company v. Frank J. Hain, collector.) 

A husband's assignment to his wife of half of his share of partnership income 
did not relieve him from liability for income on the entire share. (Circuit court 
icky for second circuit, Ormsby McKnight Mitchel v. Frank K. Bowers, 
tor. 

To the extent of value of corporate assets acquired by stockholder on dissolu- 
tion or expiration of corporation, he is liable for its debts, although there was 
no formal transfer of assets. (Circuit court of appeals, fifth circuit, Capps 
Manufacturing Co. v. United States of America.) 

Provisions of section 1106 (a) of 1926 act, that expiration of limitation period 
against the United States for assessment and collection of taxes shall extinguish 
the tax liability, does not operate to destroy the effect of section 3224, Revised 
Statutes, which prevents the enjoining of any assessment or collection proceed- 
of the government. 

f collection of the tax was illegal, the right thereto having been barred by 
limitation, a waiver given to prevent advertisement for sale under distraint, 
involving destruction of credit, etc., should be canceled by a court of equity. 
(United States district court, E. D. of Virginia, Thornhill Wagon Company v. 
John C. Noel, collector.) 

Gains from an illegal business were taxable under the 1921 act. 

The 1921 act does not furnish immunity to one who makes incriminating dis- 
closures in the income-tax return required. 

Privilege against incrimination in fifth amendment to constitution is a com- 
plete defense to an indictment charging failure to file return, when such a re- 
turn would disclose earning of income in commissions of crime. (Circuit court 
of a ane» fourth circuit, Manly S. Sullivan v. United States.) 

alue for capital-stock tax should not include goodwill which is dependent 
solely on the continuance of the life of an individual and the friendly feeling to- 
ward him of another company. (United States district court, district of Massa- 
chusetts, Noyes Buick Co. v. Malcolm Nichols, collector.) 

Earned surplus may be included in invested capital, under sec. 326 (a) of 1918 
act, notwithstanding a prior operating deficit of the corporation had not been 
made y (Circuit court of appeals, eighth circuit, Mi Dairy Company v. 
L. M. Wilcutts, collector.) 

A deed to grantor’s children for the life of the survivor, then to grantee’s 
descendants for 21 years, and then in fee to such descendants, is not a transfer 
to take effect at or after death. (United States district court, E. D. Pennsyl- 
vania, Fidelity Trust Company, et al., co-administrators, v. Blakely D. Mc- 
Caughn, collector.) : 
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Amount left by will as full payment of allowances for “acting as my executor”’ 
is not a non-taxable bequest but taxable income to the recipient. (United 
States ae court, S. D. of New York, Robert C. Ream v. Frank K. Bowers, 
collector. 

A trust formed before the enactment of an estate-tax law, the grantor dying 
in October, 1919, having retained the right to alter or revoke, is taxable under 
the 1918 act as a gift to take effect at or after death. (United States district 
court, S. D. of New York, Farmers Loan & Trust Company, trustee, v. Frank K. 
Bowers, collector.) 

Where a partnership made a loan in German marks which remains unpaid, 
one of the partners may not under the 1918 act claim any deduction on account 
of depreciation in the value of the mark. (United States district court, S. D. of 
New York, George Haviland v. William H. Edwards.) 


TREASURY RULINGS 
(T. D. 3931, October 9, 1926) 
ARTICLE 23: Bases of computation. 


Income taxes—Revenue act of 1918—Decision of court 
RETURNS—CASH OR ACCRUAL—FISCAL YEAR 


A corporation which kept its books upon an accrual basis and 
filed returns upon a fiscal year basis beginning June 1, 1917, can not 
under section 212 (b) of the revenue act of 1918 file a return for 
the period June 1, 1917, to December 31, 1917, on a cash basis and 
for the period January 1, 1918, to June 1, 1918, on an accrual basis, 
the statute requiring that the returns must be filed and the tax 
computed in accordance with the method regularly employed in 
keeping its books, which in the instant case is the accrual basis. 


The following decision of the United States district court for the southern 
district of New York in the case of W. S. Barstow & Co., Inc., v. Bowers, 
am .2 published for the information of internal-revenue officers and others 
concerned. 


UnitEp States District Court, SOUTHERN District oF NEw YorK 


W. S. Barstow & Co., Inc., plaintiff, v. Frank K. Bowers, collector of United 
States internal revenue for the second district of New York, defendant 


[September 14, 1926] 


Avucustus N. Hanp, district judge: This is an action to recover federal 
income taxes alleged to have been unlawfully exacted and paid under duress. 
It was tried before a jury of one and at the close of the evidence the defendant 
moved for the direction of a verdict in his favor, and plaintiff moved for the 
direction of a verdict of $25,808.24, with interest from March 27, 1923, the 
amount demanded in the complaint. Upon the question of law thus pre- 
sented decision was reserved and elaborate briefs have been since submitted. 

The plaintiff always kept its books on an accrual basis and until 1918 its 
federal! income-tax year was the calendar year. It made all its tax returns 
on a cash basis up to January 1,1917. About that time it obtained permission 
from the commissioner of internal revenue to change from the calendar year 
basis to the basis of a fiscal year beginning June 1, 1917, and ending May 
31, 1918. The taxpayer rendered a return for the period between January 
1, 1917, and May 31, 1917, on the accrual basis. During the fiscal year from 
oy 1, 1917, to May 31, 1918, collections were very slow use business was 

ad and in making the return for the fiscal year it was made on a cash basis. 
The income so returned was $11,063.45 and the tax amounting to $617.76 upon 
such basis was thereupon paid. Later in the year 1918 the revenue act of 
1918 was passed which, in section 205 (a), reads as follows: 


“That if a taxpayer makes return for a fiscal year beginning in 1917 and 
ending in 1918, his tax under this title for the first taxable year shall be the 
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sum of (1) the same proportion of a tax for the entire period computed under 
title I of the revenue act of 1916 as amended by the revenue act of 1917 
and under title I of the revenue act of 1917, which the proportion of such 
period falling within the calendar year 1917 is of the entire period, and (2) 
the same proportion of a tax from the entire period computed under this title 
at the rates for the calendar year 1918 which the portion of such period falling 
within the calendar year 1918 is of the entire period. 

“ Any amount heretofore or hereafter paid on account of the tax imposed for 
such fiscal year by title I of the revenue act of 1916 as amended by the revenue 
act of 1917, and by title I of the revenue act of 1917, shall be credited toward 
the payment of the tax imposed for such fiscal year by this act, .. .” 


The plaintiff after the passage of the act of 1918, and claiming to proceed 
in accordance with its provisions, filed an amended return computing the tax 
for the seven months of 1917 on a statement made for those months upon a 
cash basis and for the five months of 1918 on a statement made for those 
months on an accrual basis. 

The income for the fiscal ag? already calculated on a cash basis was 
$11,063.45 and the tax under the 1917 rates was $617.76. The income for the 
fiscal year on an accrual basis was calculated at $91,337.72 and the tax thereon 
under the 1918 rates was $48,769.15. Plaintiff added seven-twelfths of the 
above sum of $617.76 to five-twelfths of the sum of $48,769.15 and found a 
total tax due as thus calculated for the fiscal year ended May 31, 1918, in 
the sum of $20,680.84, and paid such sum to the collector. The commissioner 
recalculated the income and found it on an accrual basis to be $95,606.88 
instead of $91,337.72. The commissioner objected to plaintiff’s method of 
computing the tax for the first seven months upon income calculated on a 
cash basis and made an additional assessment for that period on an accrual 
basis whereby the tax was ultimately fixed by him at the further sum of 
$24,438.25, involved in this action. 


The plaintiff’s contentions are: 

1. That under subdivision (1) of the law heretofore quoted, the income 
should be computed, as well as the rates of tax applied, entirely under the 
1916 and 1917 acts and as if the plaintiff's fiscal year had coincided with 
the calendar year 1917. 

2. That under the 1916 and 1917 acts, the plaintiff had a right to make 
its return and have its income computed on the basis of actual receipts an 
disbursements and the commissioner had no right to change the return to 
an accrual basis. 

In other words, because under the act of 1917 the plaintiff had a right 
to file its tax return on a cash basis, it argues that it may still do so under 
the provisions of section 205 (a) of the revenue act of 1918 for the first part 
of its fiscal year. 


The government, on the other hand, claims that: 

1. The revenue act of 1918 requires the taxpayer’s income to be computed 
in accordance with the method of pees po | regularly employed in keeping 
the books of the taxpayer and regardless of whether the taxpayer’s accounting 
period is a fiscal year or a calendar year. 

2. Having once elected to file its return on the accrual basis, it can not 
a. r oa basis for the purpose of the first part of its fiscal year ending 

ay 31, ‘ 

3. The commissioner, under the revenue act of 1916, as amended by the 
act of 1917, could require the taxpayer to make its return on the accrual basis. 

4. The accrual basis reflects plaintiff's true net income. 

Now, section 212 (b) of the act of 1918 provides how net income shall be 
computed, and reads as follows: 


“(b) The net income shall be computed upon the basis of the taxpayer’s 


annual accounting period (fiscal year or calendar year, as the case may be) 
in accordance with the method of accounting ly employed in keeping 
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the books of such taxpayer; but if no such method of accounting has been so 
employed, or if the method employed does not clearly reflect the income, the 
computation shall be made upon such basis and in such manner as in the opin- 
ion of the commissioner does clearly reflect the income. If the taxpayer’s 
annual accounting period is other than a fiscal year as defined in section 200 
or if the taxpayer has no annual accounting period or does not keep books, the 
net income shall be computed on the basis of the calendar year.” 


Section 200 above referred to reads as follows: 
“Sec. 200. That when used in this title— 


“The term ‘taxable year’ means the calendar year, or the fiscal year ending 
during such calendar year, upon the basis of which the net income is computed 
under section 212 or section 232. The term ‘fiscal year’ means an accounting 
period of 12 months ending on the last day of any month other than December. 
The first taxable year, to be called the taxable year. 1918, shall be the calendar 
year 1918 or any fiscal year ending during the calendar year 1918;” 

I can hardly see any question about the meaning of these sections. They 
inevitably lead to the conclusion that the revenue act of 1918 requiresa taxpayer 
filing a return for a fiscal year ending in 1918, as here, to compute its net income 
for the entire period in accordance with the method regularly employed in keep- 
ing its books, which was here the accrual method. Section 212 (b) requires it 
to be computed upon the basis of the taxpayer’s annual accounting period in 
accordance with the method regularly employed in keeping the books when it is 
a fiscal year as defined in section 200, and that section provides that the first 
taxable year to be called the taxable year 1918 shall be the calendar year 1918, 
or any fiscal year ending during the calendar year 1918. 


Article 1622, regulation 45, provides in part as follows: 

“The method provided for computing the tax for a fiscal year beginning 
in 1918 and ending in 1918 is as follows: (a) the tax attributable to the calendar 
year 1917 is found by computing the income of the taxpayer and the tax thereon 
in accordance with title I of the revenue act of 1916 as amended and title I of 
the revenue act of 1917, and determining the proportion of such tax which the 
proportion of the fiscal year falling within the calendar year 1917 is of the full 
fiscal year.”’ 


This is relied on by the plaintiff and particularly the words “ by computing 
the income of the taxpayer” as showing that the old method in vogue prior 
to the act of 1918 of computing the income upon a cash basis was incorporated 
in the regulation. I think the position of the government as to this regulation 
is correct and that it has nothing to do with the basis to be used in computing 
the income, but was only aimed at a recognition of the deductions and exemp- 
tions peculiar to the year 1917 which should be applied in arriving at the net 
income for the whole period. The tax would then be calculated on this net in- 
come at the 1917 rates and the proportion of such tax that the part of the fiscal 
year falling within the year 1917 bore to the whole period would represent the 
tax for the months of 1917. 

It is obvious that any other construction of the regulations and the act would 
exempt from taxation all accruals which were not paid during the part of fiscal 
year within the calendar year of 1917. It would in this case avoid a tax on 
seven-twelfths of the difference between the income of $11,063.45 and $95,606.88, 
or $84,543.43. There is little doubt, moreover, that article 23 of Regulations 
75, as amended by treasury decision 2873 [C. B. 1, 58], would always enable the 
commissioner by requiring amended returns for previous years to secure pay- 
ment of a tax on any income omitted by reason of a change of method employed 
in keeping his accounts of income; but I see no reason upon the facts before me 
for requiring this if the government is satisfied with the present data. Indeed, 
this regulation which simply enabled a true statement of income to be made in- 
dicates that the commissioner could require payment of the additional tax 
based on a complete return. 

Moreover, I think it reasonable to suppose that the provisions of section 13 (d) 
of the act of 1917 which permitted a taxpayer who kept accounts upon any 
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basis other than that of receipts and disbursements to make its return upon the 
basis upon which its accounts were kept required consistency. Plaintiff had 
changed from a cash basis in use prior to 1917 to an accrual basis for the first 
five months of that year. This change when made should be adhered to 
in order to prevent loss of taxable income and to reflect the true amount. 
That the accrual system more nearly than any other in fact reflected the true 
income in this case scarcely admits of discussion. Perhaps in 1917 the plain- 
tiff’s accounts appeared to be doubtful but they were not so carried on its books 
and were all afterwards collected. 

Plaintiff's contention that the acts prior to 1918 in a general way required 
computation of gross income and deductions therefrom upon a cash basis is 
unimportant if true. It is answered not only by the voluntary change of 
arieewne to an accrual basis, which when made should have been adhered to, 

ut more especially by the terms of the act of 1918, which placed the plaintiff's 
returns upon an accrual basis because its books were so kept, and in such cir- 
cumstances under sections 200 and 212 (b) that basis governed us to “ any fiscal 
year ending during the calendar year 1918.” 
Accordingly a verdict should be.directed for the defendant. 


(T. D. 3932, October 9, 1926) 


ARTICLE 154: Worthless securities. 
Income taxes—Revenue act of 1918—Decision of court 


1. DepucTions—LossES—DEPRECIATED VALUES—CLOSED TRANS- 
ACTION 


Under the revenue act of 1918, shrinkage in the value of a loan 
repayable in German marks caused by the falling value of such marks 
can not be deducted from gross income as a loss incurred in trade or 
business or as exhaustion, wear, tear or obsolescence until the transac- 
tion is closed either by repayment or cancellation of the loan. 


2. DEDUCTIONS—PARTNERSHIP LOSSES 


The fact that a partnership on its books for invested-capital pur- 
and excess-profits tax reduces to its present value an unpaid 

oan of German marks at the depreciated rates does not furnish any 
ground for a deduction by a partner in his individual tax return. 


The following decision of the district court of the United States for the 
southern district of New York in the case of George Haviland v. Edwards, former 
pee published for the information of internal-revenue officers and others 
concerned. 


District Court OF THE UNITED StaTEs, SOUTHERN District oF NEW YorE 
George Haviland, plaintiff, v. William H. Edwards, defendant 
Motion to dismiss complaint 
[September 7, 1926] 


Hazet, district judge: In this action plaintiff seeks recovery from the col- 
lector of internal revenue of $23,622.21, illegally collected as income tax for the 
year 1919, and the additional amount of $1,307.40 for the year 1920. Thereare 
six actions of like nature, three brought by plaintiff individually against suc- 
cessive collectors for income taxes paid in 1918 and other periods, and three by 
plaintiff as ancillary administrator of Charles S. Haviland, who, in his life- 
time, was a copartner of plaintiff, the partnership doing business in New York 
City under the name of Haviland & Co., as dealers in importation of chinaware 
from Limoges, France. Defendants moved to dismiss the complaint in each 
case on the ground that no cause.of action is alleged. It is alleged in the com- 
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plaint that before January 1, 1918, the partnership loaned to Johann Haviland, 
a resident of Germany, 1,110,000 German marks of the current value, in this 
country in 1916, of $263,524.79, and in 1919 an additional loan to the same per- 
son of 400,000 German marks of the current value of $16,600.26, which were to 
be repaid in marks and which were entered in the books of the company as cur- 
rent assets to the amount of $280,125.05, constituting the cost price of the 
marks, and which amount was inventoried and returned by the lender as profits 
in its income-tax return for the year 1920. The difference between the cost in 
dollars and the actual value of the mark in United States currency was $30,653, 
— a difference between cost and actual value of $249,472.05. It appears 
that after filing the tax return, the books of the partnership were audited by 
the commissioner of internal revenue to establish an amount for income tax 
and excess profits payable for the year 1917, and, as a result of the audit, the 
value of the current assets was depreciated by the commissioner and the marks 
given a value at the current rate of exchange prevailing at the time. Upon 
this basis the partnership paid its income tax for the year 1917, but in August, 
1922, filed an amended tax return indicating that the profits for 1919, based 
upon the actual value of the marks, was $95,362.14, instead of $228,792.03. 
The plaintiff filed his individual income-tax return for 1919, based upon the 
proportionate profits of the partnership at the amount of $228,792.03, which 
included the cost of the marks instead of their current value or the alleged 
actual profits, but in October, 1922, he filed an amended tax return —- is 
proportionate share of the profits on the actual value of the marks, which re- 
sulted in a reduction of the profits of the firm for 1919 from $228,792.03 to 
$95,362.14. According to the amended return, plaintiff alleges that the proper 
tax should have been $6,161.60 instead of $29,783.81, the amount previously 
paid by him. In November he filed a claim for refund of the excessive sum 
paid by him, but his claim was rejected. The second cause of action is based 
upon a similar allegation for excessive income taxes paid for the year 1920, and 
rejection of his for claim refund. 

The question presented for decision is concededly one of law, and turns upon 
whether plaintiff, as an individual, has the right to deduct from his gross 
income the depreciated value of the German marks loaned to Johann Haviland, 
a loan which has not as yet been repaid. The income tax was computed pur- 
suant to section 214 of the ‘internal-revenue act of 1918, which in terms is 
limited to a computation of a net income as to deductions from losses sustained 
during the taxable year, and not compensated for by insurance or otherwise, 
if incurred in trade or business; and also to a reasonable amount for wear 
and tear of the property used in the trade or business including a reasonable 
allowance for obsolescence. It is not alleged that the marks have been repaid 
at any depreciated value, or that they have become of no value, or have been 
disposed of at a loss to the partnership or to the plaintiff, or that his propor- 
tionate individual profits have been decreased and a loss sustained. The mere 
fact that the field auditor who examined the books of the partnership in 1917 
for the commissioner of internal revenue to ascertain whether the copartner- 
ship was assessable for excess-profits tax required or suggested reduction of 
the current value of the marks to their equivalent value in this country, and 
in doing so diminished the invested capital, increasing the income tax, does 
not, in my opinion, furnish a proper basis for plaintiff’s taxation or deduction 
from gross income. His income tax is not owing to any trade or business 
carried on by him, though an incident of the copartnership. As already pointed 
out, he suffered no loss or cancellation; indeed, no closing of the transaction 
is alleged. I think the recent decision by the supreme court of the United 
States in New York Life Insurance Co. v. Edwards in principle is analogous to the 
case at bar; and the circuit court of appeals for this circuit in that case ruled 
that under the act of 1913, an act similar to the provision herein considered, the 
depreciation of securities which had not been sold during the year, comes 
neither under the clause relating to “depreciation of use, wear and tear” nor 
“loss actually sustained.’’ The facts in that case, true enough, were different 
from the facts here; nevertheless, it is clear that the ground for income de- 
duction must be losses actually sustained within the taxable year. Any 
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shrinkage of the value of the German mark is obviously akin to depreciation 
in value of stocks and bonds, and without an actual loss a taxpayer is not 
entitled to a deduction from the gross income under the act of 1918. Such 
has also been the holding of the board of tax appeals (James S. McCandless, 
docket 2782, April 23, 1926, B. T. A.), and I think the position taken by counsel 
for the defendant in this relation is correct; and the argument has force that 
the loan of the marks by the copartnership was substantially the same as 
though it had been made by plaintiff individually. He has the right to receive 
back the money loaned as agreed. His individual income may, to an extent, 
be based upon the proportionate share of the net income of the partnership, 
but he must show, notwithstanding, an individual loss before his claim for 
a deduction can be realized. The income-tax law, it is true, required plaintiff, 
as a partner of the firm, to file a return for each taxable year and supply the 
information — which the tax is assessed (secs. 918, 924, 321, 322, of the 
revenue act of 1918), but his guide for making his return does not require 
reliance upon the book entries of the copartnership or balancing of its books, 
or upon any entry indicating a depreciated value of the marks. The income 
tax in question was not erroneously collected, and, accordingly, the motion of 
the es to dismiss the complaint in each of the cases submitted is 
granted. 
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H. A. Finney, Editor 
H. P. BAUMANN, Associate Editor 


FINANCE INTEREST PROBLEM 


Editor, Students’ Department: 

Sir: The writer has been a recipient of THE JouRNAL oF ACCOUNTANCY for 
the past four years, and takes especial interest in your Students’ Department. 
Would appreciate very much your solution of the following problem. Thank- 
ing you in advance, I am 

Yours truly, 
W. H. THompson, JR. 


New York, N. Y. 


Problem: 

Y, a manufacturer, assigns on January 1, 1926, $74,573.35 worth of accounts 
receivable to Z, a finance company, for a period of 18 months. Z charges Y 
11% as a service charge, amounting to $8,203.07, and holds in reserve 10%, 
or $7,457.33, thus forwarding to Y the net cash sum of $58,912.95. Y is to 
pay Z $4,142.96 (1/18 of $74,573.35) for 18 months, and when the 18th pay- 
ment is made Z gives Y the reserve of $7,457.33. 

What is the interest rate paid by Y? 

The facts in connection with this problem are summarized below: 


10% held in reserve by Finance Co. (Z).............. 7,457.33 

$67,116.02 
11% of gross amount as a service charge.............. 8,203.07 
Cash forwarded to Y January 1, 1926................ $58,912.95 


Payments of $4,142.96 start February 1, 1926, and are made for 18 months. 


Note.—Z states he charges 1% for the first four months, and % of 1% for 
each month thereafter, or 11% for 18 months. 


Solution: 

Referring to Z’s statement that he charges 1% for the first 4 months, and 
¥% of 1% for each month thereafter, or 11% for the 18 months, it is true that 
his service charge is 11% of the face of the accounts, but Y pays a good deal 
more than 11% for 18 months. This is because: 

(1) Y does not get $74,573.35, the face of the accounts, and the base of which 

the service charge is 11%. 

(2) Y pays back the debt in monthly instalments, so that he has the use of 

the money only about one-half of 18 months. 

(3) Y’s monthly payment of $4,142.96 may be divided into three parts: 

Payment on principal, or return of money originally ad- 
vanced—1/18 of $58,912.95... . $3,272.93 
Payment on service charge—1/18 of $8,203.07......... 455.73 
Balance, or 1/18 of reserve, which he pays to Z monthly, 
and which Z holds until the end of the 18th month, and 


on which earns mo interest... .. 414.30 
Total monthly $4,142.96 
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Let us attack the problem by first ignoring the third element—the reser ve 
which is deducted at the beginning and put into Z’s hands monthly and re- 
turned at the end of the 18th month without interest. Ignoring the reserve, 
Y would receive $58,912.95 which he would repay in 18 monthly instalments. 
Y, would have 18 months’ use of that portion of the $58,912.95 repaid by the 
first instalment ($3,272.93), but he would have the use of the last instalment 
for only one month. This is an average of % of (18+1), or 94 months. Y 
pays a service charge of $8,203.07 for the use of this money. Then, 


$8,203.07 + $58,912.95 = 13.93% rate paid for 9} months. 


This is at the rate of 4 X 13.93%, or 17.60% for a year. 


But we have ignored the monthiy payments of $414.30 which Y has paid 
to Z to build up the reserve which Z eventually returns to Y, but without Y 
having earned any interest thereon. Y is out the first of these payments for 
17 months and the last of them for 0 months, or an average of 8% months for 
the entire $7,457.33. The interest on $7,457.33 for 8% months is the same as 
the interest for 94% months on ($7,457.33 X8.5) +9.5, or $6,672.63. That is: 


Y has the use of Z’s money the equivalent of... $58,912.95 for 9% months 
and Z has the use of Y’s money the equivalent of 6,672.63 “ 9% “ 


But since Y gets nothing from Z for the use of the 
$6,672.63, we should consider that Z has the 
use of a net amount of..............-.000- $52,240.32 “9% “ 


Y pays $8,203.07 for the use of this money, or $8,203.07 +$52,240.32, or 
15.7% for 9% months. 


This is at the rate of ei X 15.7% or 19.83% per annum. 


CONSTRUCTION COMMITMENTS 


Editor, Students’ Department: 

Sir: Reference is herewith made to answer (d), question 10, of the American 
Institute examination in auditing of November, 1925, which appears on page 
380 of the May issue of THE JOURNAL OF ACCOUNTANCY. 


Question 10: 

State whether you would give an unqualified certificate, qualify your 
certificate, or refuse to sign the accounts, and give your reasons briefly 
in . . . the following case: 

(d) The company under audit in good financial condition has adopted 
an extensive construction programme, and plant account is being charged 
when individual units are completed. No liability appears on the books 
for plant contracted for but not yet constructed. 

Answer: 

(d) This question appears to mean that the concern gives no effect in 
its accounts to liabilities which will accrue upon completion of construc- 
tion, but takes up the liabilities only when they become established. 
There does not sd to be any reason why mention should be made of 
the fact that liabilities are to be incurred for construction purposes, so 


long as the balance-sheet reflects all such liabilities which actually exist. 
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The solution presented may be subject to a difference of opinion for the 
following reasons: 

(a) The company having contracted for an extensive construction pro- 
gramme, which is yet in its initial stages, undoubtedly expects to complete 
the programme and to comply with its contracts. There exist, therefore, 
commitments to contractors to finance completion of such construction and, 
in case the company should decline to fulfill its contract obligations, it would 
unquestionably be subject to payment of damages to the contractors. Fur- 
thermore, it is probable that expected increased production capacity or savings 
in manufacture are dependent upon completion of the entire construction 
programme, and that compensating benefits may not be obtained from partial 
construction; so that expenditures incurred to the date of the balance-sheet 
may be partly or totally lost unless the entire programme is carried out. 
Inasmuch as the problem states that the company is in sound financial condi- 
tion, it would appear that, without any new action being taken by the com- 
pany, the ng em will be carried out and the contract commitments at 
the date of the balance-sheet will be converted into actual liabilities during 
the succeeding period. Under these conditions it would appear that bankers, 
brokers and stockholders are entitled to full information in regard to this 
matter. 

(b) The new construction is presumably being financed from own funds or 
from current borrowings, and the fact that large additional sums of money 
will be required to complete the construction programme, will undoubtedly 
affect the ability of the company to liquidate its current loans. If the com- 

y is indebted to bankers at the date of the balance-sheet, a reading of the 
ieoneiol statements, without any information regarding additional commit- 
ments for plant construction, would permit the conclusion that current assets 
will or can be used for the purpose of paying off current bank loans and other 
liabilities. The requirements to meet expenditures for additional plant con- 
struction contracted may preclude the payment of such loans or may in fact 
necessitate heavy additional borrowings. Bankers will have to take into con- 
sideration the contract commitments on account of the uncompleted con- 
struction programme for the reasons stated under (a). 

(c) Present and prospective stockholders examining the balance-sheet would 
be interested to know that additional funds will be required to complete the 
construction programme, for the reason that the heavy drainage on the com- 
pany’s finances may affect its dividend policy and may involve a considerable 
change in the distributions to stockholders in the near future. While the new 
construction may increase the earning capacity of the company, the contrary 
may be the case. The stockholders should, therefore, have sufficient informa- 
tion to guide their future policy in respect to investments in the company’s 
stock with due regard to its commitments for plant extensions. As stated 
under (a) the commitments of the company are definite at the date of the 
balance-sheet, insofar that the creation of the actual liability is not dependent 
upon any future action by the company, but is governed by the action of out- 
side parties, in this case the contractors. It is evident, therefore, that new 
stockholders will be bound by the action taken prior to their acquiring an in- 
terest in the company and that, insofar as they are concerned, the knowledge 
of the contract commitments for additional plant construction may be as vital 
as the knowledge of an actual liability for plant extensions. 

(d) While it is not customary to mention in balance-sheets commitments 
on account of orders for merchandise not delivered, it will be observed that 
there is considerable difference between such commitments and contracts en- 
tered into for plant construction. While merchandise orders also involve 
future expenditures, the merchandise will, in the normal course of business, 
be converted into cash, which can be applied to the reduction of existing lia- 
bilities or to the payment of those incurred to meet requirements incident to 
such merchandise purchases. Commitments in regard to additional plant 
expenditures, when paid, will, however, not be convertible into cash, 
that the working capital may probably be increased more rapidly in the future 
on account of increased profits due to lower manufacturing costs or in 
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production. The funds required for plant construction are, therefore, - 
manently invested and are not available for the payment of liabilities whi 
may have to be created for the purpose of meeting such expenditures. 

aking all the above factors into consideration, it would appear that ac- 
countants should mention, in the balance-sheet or in the certificate accompany- 
ing it, larger commitments for additional plant construction, using a form 
similar to the following: 

“Expenditures to December 31, 1925, on completed construction of 
an authorized Lparey of $1,000,000, aggregated $400,000 and have 
either been paid or the liability therefor has been reflected in the balance- 
sheet. Commitments for plant extensions contracted, but not yet under 
construction, of approximately $600,000, are not shown in the liabili- 
ties at December 31, 1925.” 

Yours truly, 


Kansas City, Mo. RicHarpD S. WYLER. 


INCORPORATION OF PARTNERSHIP—DISTRIBUTION OF STOCK 


This department has been requested by C. W. Barstow, Dayton, Ohio, 
to present a solution to the following problem which was given by the Ohio 
state board of accountancy in the May, 1926, examination. 


Problem:} 

Smith and Jones are partners, and the articles of agreement between them 
provide, among other things, that the capital of the partnership shall consist 
of one hundred and ten thousand dollars of which Smith is to contribute sixty 
thousand dollars and Jones is to contribute fifty thousand dollars; that the 
gain or loss resulting from operation of the business in its usual and customary 
course shall be divided equally between the ners. 

In case of the dissolution of the partnership, the LS rape provides that 
any loss arising from the sale of assets shall be regarded as a capital loss. But 
should the business be disposed of in its entirety and gain result therefrom, 
such gain shall be regarded as goodwill created by the joint efforts of the part- 
ners, and it shall be divided on the basis used in the disposition of profits arising 
from the operation of the usual conduct of the business. 


Pre-closing trial balance 
December 31, 1925 Debits Credits 
Finished goods January Ist ................605000005 7,800 
s in process January Ist ....................05. 6,200 
Salesmen’s salaries and expenses..................... 18,750 


Reserve for depreciation .............cceeeeeeeeeees 20,000 
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Debits Credits 
Accrued wages January let $1,500 
General office salaries and expenses.................. 5,000 
$348,000 $348,000 


The inventories at December 31st were: raw material $15,000; finished goods 
$6,000; in process $5,000; tools $500; and factory supplies $600. 

Set up the following accruals: wages $1,200; taxes $1,900; and interest on 
note $100. 
sooo for the following depreciation: buildings $1,000; and machinery 

Set up a reserve of $800 for doubtful accounts. 

Charge general office salaries $10,000, and credit each partner with one-half 
of this amount. 

Forty per cent. of general office salaries and expense are to be apportioned 
to manufacturing. 

It is estimated that 20% of wages was for non-productive labor. 

After the above adjustments had been made and a balance-sheet drawn off, 
an agreement was made with the Acme Company, whereby the company was 
to take over the assets at the adjusted values, except cash and partners’ bal- 
ances. The company agreed to assume the liabilities shown by the balance- 
sheet, except notes payable, including interest thereon. 

In consideration of the equities acquired, the company agreed to give the 
partners its 6% cumulative preferred stock having a face value equal to the 
net assets to be received, and a bonus of two shares of its no-par common stock 
for each share of preferred stock. At the time that this agreement was en- 
tered into, the preferred stock of the company had a market value equal to 
par, or $100 per share. 

Subsequent to the transfer of equities to the company, the partners came 
to an agreement, as to the disposition of the cash retained. The note and in- 
terest was paid, then each partner was paid the balance due to him on his draw- 
ing account, after crediting him with his portionfof the net profits, and the 
remaining cash was divided equally between the partners. 


Candidates are required to furnish: 

1. Work sheet, which must be in good form, neat and clear. On this sheet 
show the balance-sheet amounts before distribution of profits; then the ad- 
justments made by reason of distribution of cash and profits; and finally the 
assets and liabilities transferred to the company. 

2. Balance-sheet after closing profit-and-loss account into partners’ ac- 
counts, but before distribution of cash. 

3. Profit-and-loss statement for the current year, showing cost of goods 
manufactured, cost of sales, and net profit. 

4. Statement showing distribution of capital stock received. 


Solution: 
The required statements are given on the following pages. 
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Exhibit A 


SMITH AND JONES 


Statement of cost of goods manufactured for the year ended 
December 31, 1925 


Cost of raw materials: 
Inventory—January 1, 1925...... $12,000.00 
$70,400 .00 
Less—inventory, December 31, 1925 15,000.00 
——_ $55,400.00 
Productive labor (wages)........... 40,360.00 
Total prime cost... .. $95,760.00 
Manufacturing expenses: 
Non-productive $10,090 .00 
General office salaries and expenses............ 6,000 .00 
43,790.00 
Add—variation in goods in process inventory: 
Goods in process inventory—January 1, 1925.... $6,200.00 
Less—goods in process inventory—December 31, 
1,200.00 
Cost of goods manufactured.................... $140,750.00 
Exhibit B 
SMITH AND JONES 
Statement of cost of goods sold for the year ended 
December 31, 1925 
Cost of goods manufactured (exhibit A).......... $140,750.00 
Add—variation in finished goods inventory: 
Finished goods inventory—January 1, 1925..... $7,800 .00 
Less—finished goods inventory—December 31, 
1,800.00 
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Exhibit C 
SMITH AND JONES 


Statement of profit and loss for the year ended 
December 31, 1925 


Salesmen’s salaries and expenses... 18,750.00 
General and administrative expenses: 

General office salaries and expenses (60%)................. 9,000 .00 
Financial expense and income: 

Total Genncial empemes. $2,400.00 
Deduct—cash discounts received.............. 700 .00 1,700.00 
Distributed as follows: 
$5,950.00 
5,950.00 
$11,900.00 
Exhibit D 


SMITH AND JONES 
Balance-sheet, December 31, 1925 


Assets 
Current assets: 
$18,100.00 
Accounts receivable............. $34,900 .00 


Less—reserve for doubtful accounts 800.00 
——_ 34,100.00 


Inventories: 


Raw materials................ $15,000.00 
Goods in process.............. 5,000.00 
Finished goods................ 6,000.00 26,000.00 
Prepaid expenses: 
Factory supplies on hand......... 600 .00 J 
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Fixed assets: 
Buildings and machinery: 
Buildings.......... $25,000 .00 
Machinery........ 65,000 .00 
————_ $90,000.00 
Less—reserve for depreciation... 30,000.00 
60,000.00 
500.00 
Tools 
Liabilities and Capital 
Current liabilities: 
Accounts payable............... $28,200.00 
2,000 .00 
100.00 
Capital accounts: 
Smith Jones Together 


Capital balances, 

January 1, 1925.... $60,000.00 $50,000.00 $110,000.00 
Add: 
Profits for year ended . 


Dec. 31, 1925 
5,950.00 5,950.00 11,900.00 
5,000.00 5,000.00 10,000.00 
$70,950.00 $60,950.00 $131,900.00 
Deduct—drawings.... 8,500.00 7,500.00 16,000.00 
Capital balances, 


Dec. 31, 1925. ..... $62,450.00 $53,450.00 $115,900.00 


$70,500 .00 


$149,300.00 


$33,400 .00 


115,900.00 


$149,300 .00 


After the assets and liabilities have been transferred according to the agree- 
ment the partnership books will show the asset, “Acme Company, vendee— 
$99,900.00,” which will be offset by the credits in the partners’ capital accounts: 


$99,900 .00 
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The Acme Company gives in payment for the partnership business, 999 
shares of its 6% cumulative preferred stock which has a market value equal 
to par ($100 a share), or a total value of $99,900, and 1998 shares of 
no-par common stock (a bonus of two shares for each share of preferred) 
which may or may not have a market value. The problem does not assign 
any specific value to it. 

The question which now arises is: What did the partnership receive for 
its goodwill, if anything? 

One answer to this question may be obtained by applying to this partner- 
ship reorganization and incorporation a method generally used in corporate 
consolidations, in which preferred stock is issued for the net tangible assets 
and common stock for the goodwill. This would involve the issue to the 
partners of preferred stock as payment for the net tangible assets amounting 
to $99,900, and the no-par common stock as payment for the intangible 
asset of goodwill. Then any value assigned to the no-par common stock 
would be regarded as the amount received for the goodwill. If this method 
is agreeable to both partners, the preferred stock would be distributed in the 
capital ratio, since that ratio reflects the respective interests of the partners 
in the net tangible assets, and the no-par common stock would be distributed 
in the profit-and-loss ratio (equally), since that ratio properly governs the 
distribution in a partnership of the profit resulting from a realization of 


goodwill. 
The partners would receive: 
Name Preferred stock Common stock 
(shares) (shares) 
449% 999 


However, while the above distribution is based on an assumption which 
might be considered a reasonable one, and although the gain resulting from the 
sale of the business will be the value of the no-par common stock received as 
part of the payment, there are no data given in the problem upon which, from 
a strict accounting viewpoint, the preferred stock may be earmarked as full 
payment for the net tangible assets, and the common set aside as payment 
for the goodwill. Rather, it might be contended that the preferred and 
common stocks must be considered together to determine the value received 
for the business of the partnership. 

Under such conditions it would be necessary for the partners to agree upon 
a valuation for the no-par common stock, and this amount should be credited 
equally to the partners’ capital accounts. Both classes of the capital stock 
of the Acme Company would then be distributed to the partners in the capital 
ratio. 
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PAST RECORDS OF ACCOUNTANTS’ EMPLOYEES 


Editor, The Journal of Accountancy: 


Str: An investigation of past records of prospective employees in account- 
ants’ offices is a matter of first-class importance. According to my observation 
most accountants err in the direction of doing too little rather than doing too 
much in such matters, and what is perhaps of greater importance, they fail to 
coéperate as they ought to when brother accountants request information about 
previous employees. 

There is another side of this matter which, in my opinion, deserves criticism. 
I refer to the “ boosting” letters which are sent out by some of the correspond- 
ence schools. For example, as I dictate, I have a letter before me, signed by a 
director of placements, from which I quote as follows: 

“Mr. X has applied to you for a position and I know you will be inter- 
ested in knowing what we think of his ability to handle your work effec- 
tively. 

_ “He is taking our special training in higher accountancy to supplement 
his actual experience in such work; and his efforts thus far have shown very 
conclusively that he knows not only what to do, but how to do it, and why. 
But he doesn’t expect to come into your organization and use this knowl- 
edge arbitrarily. No,indeed. He wants, first, last, and all the time to do 
things as you want them done; and yet, to do them better than the average 
run of workers. He wants to fit in with the existing order of things and 
bend his experience and training to the needs of your business. . 

“He has asked us to write you about his work with our school, feeling 
that what he has done should justify a good recommendation. And really, 
it does. He has a genuine interest in the subject and has steadfastly kept 
up with the study schedules.” 


When the applicant to whom the letter referred was interviewed by a client 
of ours, he was found to be a graduate of a state university, but he had practi- 
cally no accounting experience. He was employed to do decidedly junior work 
in an executive accounting organization, and his superior said after a few weeks: 
“‘He is doing as good a job as a man with his limited experience could be ex- 
pected to do.”” His employer comments further as follows: 


“Regardless of a man’s qualifications, a letter such as this correspond- 
ence me sent regarding this candidate is ridiculous on the face of it, and 
certainly does nothing to improve one’s opinion of their institution. On 
the whole, I should say such a letter hurts the chances of men rather than 
improves them, so that if they are using this form generally, they are 
hurting their own interests and their students’ interests at the same time.” 


With this comment I am in cordial agreement, and I am asking THE JOURNAL 
oF ACCOUNTANCY to give this communication suitable publicity in the interest 
of clearing up one of the difficulties about checking up candidates’ records. It 
seems to me that nearly everybody will agree that a correspondence school 
might well be asked what kind of a record a man has made with them, but in 
response to such a question, the inquirer ought to expect some really explicit 
information and not generalities such as are quoted above and a lot of unrelated 
material such as would, I think, be offensive to any intelligent employer. 

References are important; yes indeed, but they ought to mean something. 

Yours truly, 
C. H. ScovELL. 

Boston, October 4, 1926. 
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PROFITS, DIVIDENDS AND THE LAW, by Prosper REITER, JR. The 
Ronald Press Company, New York. 260 pages. 

In a discussion of accountancy a few years ago, a well known lawyer re- 
marked, ‘‘It doesn’t make any difference what you accountants call this or that, 
the only thing that counts is what the law says upon it.” 

It is fortunate for the progress of accountancy that this lawyer’s statement is 
not true. Probably the one phase of business which compels the most interest 
is the question of profits. If the accountant were limited by what the courts 
have said with regard to this most vital matter, the subject would be in a jum- 
ble indeed. Net profits or net income is of such importance as the goal of busi- 
ness operations, that it is unfortunate that no agreement has yet been reached 
between economists, business men and the law with regard to the exact meas- 
uring of this element. 

True net profit, however, is a result of certain economic laws and principles 
which can not be altered by judicial enactment or court decision. The best 
the law and the courts can do is to endeavor to fall in line with these fixed laws. 
The more one studies this subject, the more one is impressed with the distance 
yet to be covered before the average decision of the lower courts can catch up 
with the progress that has been made in the determining of these laws and 
principles by business men and by accountants. 

Recourse to court decisions must frequently be had, however, in the matter of 
net income, particularly in the measuring of income legally available for divi- 
dends. This subject is so important that it is surprising that there are not 
available more treatises collecting and codifying the various decisions upon this 
point. In Profits, Dividends and the Law, Prosper Reiter, Jr., J.D., has at- 
tempted to meet this need. His work is worthy of great commendation. The 
amount of research that must have preceded the production of this work is 
staggering. So far as this reviewer is aware, the book is a pioneer in what it 
attempts to do and, as such, all the more praise should be given to the author 
for his successful accomplishment of what was unquestionably a most difficult 
task. 

The book is divided into two parts: the first is concerned with British law 
which the author carries from very early decisions down to modern times, and 
the second is concerned with American law and practice. The second part 
might well be considered as in itself divided into two sections; the first including 
chapters nine to sixteen, and the second, chapters seventeen to twenty-one. 
This latter half of part II might be considered as a summary of the whole work, 
for in it, particularly in the chapters devoted to surplus and reserves, are accu- 
mulated the accounting doctrines which underly all the elements discussed in 
the other chapters. 

The author seems to have investigated a surprising number of legal decisions 
and has drawn from each of them the gist of the decision so far as it relates to 
the particular items under discussion. He has not been content to accept the 

usual digest of these decisions, as such a digest frequently presents an incorrect 
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conclusion and oftentimes results in giving the decision credit for establishing a 
fundamental principle, when in reality it was only made with regard to the 
specific facts presented in the case and without any attempt to establish any 
fundamental doctrine. The author has made these distinctions with great care. 
Also he has not hesitated in many cases to point out the fact that the rulings as 
made frequently can not be taken as proper precedents, first because in many 
cases commercial practice and procedure have changed to such an extent since 
the decision was made that it could not be considered as an expression of what 
the same judge might rule were he alive and sitting today in a similar case; and 
second because the decisions were frequently made because of the combination 
of elements in the specific case under review and should not rightfully be con- 
sidered as the proper judgment in other cases where certain outstanding ele- 
ments were the same, but secondary yet nevertheless important considerations 
might be different. 

It is well for those who make «se of the book that it was written by a man 
who not only knows law but also knows fundamental accounting principles. 
For it is in the light of his comparison of the legal decisions with the principles 
recognized by accountancy as applicable, that the book has its greatest value. 
The character of the principles which form the basis for his accounting view- 
point are readily understood by his continuous reference throughout the book 
to the works of Henry Rand Hatfield, who appears to have been his mentor in 
this subject. Unfortunately this praise for Mr. Reiter can not be applied uni- 
formly to all the opinions which he expresses in the volume. It is to be re- 
gretted that upon certain of the subjects discussed, ‘such as depreciation, 
deferred assets and certain other contributory elements in the determining 
of net profit, the author has not delved a little further into some of the 
modern authorities on accountancy who have drawn distinctions and estab- 
lished principles which if applied in this volume would have clarified many 
things that are left ambiguous and would have made the volume more useful in 
these particulars. 

This reviewer can not but regret that the author of the volume was not more 
specific in his statement in the early sections of the book of what constitutes 
good accounting with regard to the subjects under discussion. The reader 
who might go no further in the volume than the first one hundred pages would 
have a very confused viewpoint as to what was correct and what was not unless 
he had in advance a clear understanding of accountancy. This criticism does 
not apply to some of the later chapters such as the chapter on surplus which is 
very clear and in accordance with the accepted principles of modern business 
and accounting. The volume therefore possesses one element of danger to the 
non-trained reader who does not complete the work. This criticism, however, 
must not be construed as reflecting upon the value of the book as a whole. 

It is interesting to follow the changes in the viewpoint of the courts from the 
earlier decisions such as in the famous case of Lee v. Neuchatel and other weird 
rulings of that day down to the present-day opinions, and to note the develop- 
ments and the refinements of accounting definitions as evidenced therein. It 
presents a vivid history of the development of thought in keeping with the 
development of business. Accountants, corporation attorneys and investors 
in corporate securities should find the discussion particularly interesting and 
enlightening. 
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With regard to many of the court decisions, Mr. Reiter has pointed out what 
he considered an error of the court, but in many instances has qualified this 
criticism by a paragraph in which he excuses the court by stating that no doubt 
there were other points in the case in hand which were not clear in the decision 
but which caused the court to make the decision it did. The reader frequently 
feels that such alibis to the court are not justified. Probably Mr. Reiter's 
diplomacy, however, is excusable as criticism of court decisions is not yet ac- 
cepted in all quarters with relish, and the thinking student is not really deceived 
by any such softening of the just criticism given to many of the court rulings. 

Let us hope that the internal-revenue officers never read this volume and 
discover what some courts have held with regard to what constitutes net 
income. The chaos that might result from attempting to apply such decisions 
to the interpretation of the internal-revenue acts could not be viewed with 
pleasurable anticipation by many business men. On the other hand, how nice 
it would be to have the bureau define net profits in accordance with other 
quoted decisions, such as: ‘‘ The words ‘net profits’ mean what shall remain as 
the clear gains of any business venture, after deducting the capital invested in 
the business, the expenses incurred in its conduct and the losses sustained in its 
prosecution.”’ Or try this one on your revenue agent. ‘It seems to me that 
in the absence of special agreement the profits of the year must necessarily be 
the receipts of that year, after the expenditure and whatever else in the way of 
depreciation fund and so on applicable to the particular case is set against it 
. . . if it is a mere question what were the profits made in a particular year, it 
seems to me that the duty is to ascertain what cash has been received and what 
cash has been expended, and, if that is fairly done, you know the profits of the 
year. If there is a large outstanding liability which can not be settled, the 
partners will estimate that, and it will not be considered as part of the profits.”” 

In another case, the defendant included accrued interest receivable on 
United States bonds in its profit-and-loss account. In the course of its opinion, 
the court said, “It is not easy to comprehend how profits or surplus profits can 
consist of earnings never yet received.” 

A majority of accountants or of business men quite smug in their viewpoint 
as to what the law says with regard to this and that, may be somewhat shocked 
to learn some decisions such as one quoted with reference to the liability of 
stockholders for discount upon stock purchased, where the decision seems to be 
that the stockholders are not liable in case the additional stock is issued hon- 
estly by a going concern for its actual market value (as opposed to par value) 
“for the purpose of paying its debts, or for the purpose of procuring money for 
the prosecution of its business, where its original capital has become impaired 
by loss or misfortune. . . .” 

This reviewer is under the impression that some of the most valuable judicial 
decisions with regard to the determination of what constitutes net income have 
been by the supreme court and some of the lower courts in cases resulting from 
the application of recent federal income-tax laws. Apparently these are not 
presented in the volume under review. 

This treatise on profits, dividends and the law is unquestionably a valuable 
work, and while some things in it may be criticised it has gone a long way 
toward meeting a need which has been voiced by some of the leading authori- 
ties in business, economics, accountancy and the law. It may be called an 
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original book in its field and as such has set a high standard. It will undoubt- 
edly be followed by other volumes going more fully into the subject, particu- 
larly with regard to the determination of the amount available for dividends in 
the case of no-par stock which has not been given much space in this volume. 
The paucity of the discussion in this respect is no doubt due to the fact that the 
no-par-capital-stock laws are so recent that there are very few legal decisions 
which may be mentioned as setting a standard for the proper interpretation of 
this subject. 

The opinion of this reviewer and doubtless of many others who have realized 
the need of a study such as this, has been well expressed by Professor Hatfield in 
his introduction to the volume which closes with, ‘‘It is a pleasure, then, to 
greet a work so timely, so useful, and so well executed; a pleasure, in the present 
instance, perhaps mixed with a tinge of regret to one who had at one time 
himself hoped to write such a work. But to be supplanted by one better quali- 
fied lessens the regret, and it is always a pleasure for one interested in scholarly 
work to pass on the torch to a new generation, who with the nimble feet of 
youth are able to make far advances in the search for truth.” 

CHARLEs B. COUCHMAN. 
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PuLp AND Paper Prorits, October, 1926, p. 3-4. 


Valuation 


Olson, L. H. Appraisal Work in the Pulp and Paper Industry. PuLP AND 
Parer Prorits, October, 1926, p. 11-16. 


PRICES 
Alford, L. P. Normal Costs and Selling Prices. MANUFACTURING INDUSTRIES, 
October, 1926, p. 269-72. 
PRINTING 
Cost accounting 


Parsons, William C. fre System of Cost Finding. Cost AND MAN- 
AGEMENT, October, 1926, p. 73-5. 


PROSPECTUSES 
Dickson, James. How to Read a Company's Prospectus and Balance Sheet. 
ACCOUNTANTS’ JouRNAL (England), October, 1926, p. 441-7. 
RAILROADS 
Accounting 
Station by Punched Card System. RatLway REviEw, October 16, 
Woodson, E. R. Railway Accounting Procedure. 1927 ed. Washington, 
Railway Accounting Officers Association. 863 p. 


Statistics 
Compiling Operating Statistics by Punch Cards. RatLway REviEw, October 30, 
926, p. 647-8. 


1 
REAL ESTATE 
Accounting 


Mucklow, .Walter. Accountant and the Real-estate Developer. JOURNAL OF 
Accountancy, November, 1926, p. 327-48. 


Auditing 
Trials of the Real Estate Auditor: cont. MICHIGAN MANUFACTURER AND 
FINANCIAL REcorD, October 9, 1926, p. 30-1. 


REPORTS 
Borden, Neil H. and Charles A. Glover. Suggestions on Report Writing. 
Cambridge, Harvard University, Graduate School of Business Adminis- 
tration, c 1925. 83 p. 
RETAIL TRADE 
Accounting 
Cooke, W. A. Records that Aid Retail Management. ACCOUNTANTS’ JOURNAL 
(England), October, 1926, p. 466-71. 
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The Journal of Accountancy 


Schnackel, H. G. Methods of Handling Vendors’ Accounts and their Distribu- 
tion. StToRE OPERATION, October, 1926, p. 13-5. 


Stockkeeping 
Moxley, R.S. Telling Employes about Purchase and Distribution of Supplies. 
Store Operation, October, 1926, p. 11-12. 
Wess, Harold B. Merchandise Control; a Scientific Method for ae ¢ 
Overhead and the Elimination of Dead Stocks. New York, s 
Economist, 1925. 126 p. 


RUBBER 
Accounting 


Rubber Association of America. Budgetary Procedure for the Rubber Industry; 
by the Accounting Committee. MANUFACTURING INDUSTRIES, October, 


1926, p. 283-8. 
STATEMENTS 
Financial 
jute, ©. Financial Publicity. Cost ACCOUNTANT, September, 1926, 


p. 
Ratio Method of Statement Analysis: pt 6. Rosert Morris Associates @ 
MonrTHLY BULLETIN, October, 1926, p. 132-4. 


TAXATION, GREAT BRITAIN 
Income and excess profits 


McBain, A. G. Complete Practical Income Tax. Ed. 2. London, Gee and 7 
Company, 1926. 263 p. : 


WATERWORKS 
Accounting 


Buck, Fred. Waterworks Accounting and Financing. JOURNAL OF THE 
AMERICAN WATERWORKS ASSOCIATION, October, 1926, p. 474-80. 


WOOL AND WORSTED 
Cost accounting 


Tod, J. N. Costs and Costings for Woollen Manufacturers. Manchester, 
‘Emmott and Company, 1924. 66 p. 


Addresses of periodicals 
Accountant, 6 Kirby Street, London, E. C. 1, England. 
Accountants’ Journal, 6 Kirby Street, London, is Gee Be 
American agers News, 120 Broadway, New York, N. 
American City, 443 Fourth Avenue, a, York, N. Y. 
Bookkeeper and Auditor, Chamber of Commerce Building, Cleveland, O. 
Burroughs Clearing House, Detroit, Mich. 
Certified Public Accountant, 421 Woodward Building, Washington, D. C. 
Commercial and Financial Chronicle, 138 Front Street, New -y "N. Y. 
Commonwealth Journal of Accountancy, 59 William Street, Melbourne, Australia. 
Cost Acsnmatens. 6 Duke Street, London, S. W. 1, England. 
Cost and Management, 95 King Street East, Toronto, anada. 
Dry Goods Economist, 239 West 39th Street, New York, N. Y. 
Electric Railway Journal, 10th Avenue and 36th Street, New York, N. Y. 
Federal Accountant, 360 Collins Street, Melbourne, Australia. 
Harvard Business Review , Cass, Huron & Erie, Chicago, Ill. 
Haskins and Sells Bulletin, 30 Broad Street, New York, N. Y. 

Hotel Lyon Block, Albany, 
Incorporated Accountants’ Journal, 50 resham Street, Bank, Loot. E. C. 2, England. 
Industrial Management (England), 34 Bedford Street, London, W. s a England. 
Iron Age, 239 West 39th Street, New York, N. Y. 

ournal of the American Waterworks Association, 153 W. 4 Street, New York, N. Y. 

anufacturing Industries, 15 East 26th Street, New York, N. 

Michigan Manufacturer and Financial Record, 904 Free Press Building, Detroit, Mich. ‘ 
Power Wagon, 536 Lake Shore Drive, Chicago, Ill. 4 " 
Pulp and Paper Profits, 18 East 4ist Street, New York, N. Y. ae 
Railway Review, 307 North Michigan Avenue, Chicago, III. Es 
Robert Morris Associates Monthly Bulletin, Lansdowne, Pa. 4 
Store Operation, 205 Caxton Building, Cleveland, O 
Trust Companies, 55 Liberty Street, New York, N. Y. 
Women’s Apparel Merchant, 455 Seventh Avenue, New York, N. Y. 
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Treatment oF Replacemant Reserve Funds: 
By Camu Naw 


Some Variations in Valoacions 
By SANDERS 
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Authors of Articles in this Issue of 
HE JOURNAL oF AGGOUNTANCY 


Carl H. Nau. Member, American: Institute of Accountants. Certified 
“ublic Accountant (Ohio). Mcmber of firm, Nau, Taylor & Swearingen, 


T. H. Sanders, Professor of [Industrial Accounting, Graduate | 


of Business Administration, Harvard University, Cambride 
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fo 5 bscribers 
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lisher by the fifteenth day of thé month. ; 
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EXAMINATION OURS 


‘HE. questions set by y the American Institute of Accountants for examina- 
tion of applicants | e Institute are ex nployed by a majority of the States, 
the U nited States in their Certified Public Accountant ex- 


¢ 


i} lent has, therefore, a‘direct interest in the form and substance of 
| these tests and should familiarize himself with the questions and problems of 


‘nations 


"The Tnstitute Board of E does not publish any official answers, 
| he text of all examinations in accounting, auditing and law from June, 1917 
May, 1924, inclusive, is av | in book form, The volume is well 
and cloth bound, 


TWO DOLLARS A GOPyY 


ifler each examination tee. guestions are éublished pamphlet form 
al ten «nts « sed which with the bound volume will comtsitinte complete 
recerd of examenations from. the Devinning of the Institute io date. 
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THE JOURNAL OF ACCOUNTANCY 


THE WALTON RECORD 
will help you to decide 


The splendid record of the Walton School demonstrates two 
facts: that it pays to train yourself for higher Accountancy, and 
that Walton training can help you to achieve your ambition. 


The Walton Record Shows Numerous Successes 


— 673 Walton students have passed the C.P.A., C.A., or American Institute examina- 
tions (counting only once, students successful in more than one). 


— Every year — 1917, 1918, 1919, 1920, 1921, 1922, 1923, 1924, and 1925 — Walton 
students won special distinction in American Institute examinations. 


— Eighteen times since 1914 Walton students won medals for high honors in the semi- 
annual Illinois C.P.A. examinations. 

— Walton Courses are endorsed and used by more than 50 leading educational insti- 
tutions, from Massachusetts Institute of Technology in the east to the Universities of 
Washington and Oregon in the west. 


Our Large Free Book Gives Further Facts 


Let us send you further proof of the achievement of Walton students. Our free catalog, ‘‘ The 
Walton Way to a Better Day,” tells of the many Walton men who have become auditors, comp- 
trollers, and executives in large manufacturing and mercantile concerns, as well as members of 
prominent accounting firms. Send for your copy of this interesting book — today. 


Day and Evening Classes and Correspondence Instruction 


WALTON SEH@L 
COMMERCE 


319-329 McCormick Building, Chicago 


CLIP, SIGN AND MAIL FOR FREE BOOK 


WALTON SCHOOL OF COMMERCE, J. OF A. 1-27 


319-329 McCormick Building, Chicago. 
Without obligation on my part, please send me a copy of ‘‘ The Walton Way toa Better Day” 


and suggestions as to what you can do to help me advance in the business world. 


(0 CORRESPONDENCE INSTRUCTION 


INTERESTED ReEsmpENT Day CLASSES 
IN 
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eliminate waste from 
office management 


LIMINATION of wastein every branch 
E of industry is without doubt the out- 
standing problem of management. 

Under Secretary Hoover, waste elimina- 
tion has become the principal aim and pur- 
pose of the Department Geman and 
this subject was madethetheme for Manage- 
ment Week, held on October 25-30 under 
the direction of the Department. 

Through the application of the principle 
of simplification and standardization, much 
has been accomplished to eliminate waste 
from production. But in the field of office 
management, the great eliminator of waste 
is the time and labor saving machine. 

A survey discloses the startling fact that 
95 cents of every dollar used for office ad- 


amo SUPPLIES 


5% 


OFFICE SALARIES 
95% 


A survey recently made 
shows that 95 cents of ever 
dollar used for office yf 
ministration is spent in the 
salaries of office employees. 
Here is an enormous oppor- 
tunity for the elimination 
of labor waste by the use 
of time and cost saving 
office machines. 


The use of this machine in your book 
keeping department will mean a saving in 
clerical labor amounting to many times its 
cost. It will eliminate errors and the losses 
caused by errors. It will strengthen and im- 
prove your entire bookkeeping system, and 
will release the time of supervisors and de- 
partment heads for more productive efforts. 

We would like to demonstrate to you 
the decisive advantages offered by this great 
eliminator of clerical time and labor waste. 
To make the demonstration conclusive, we 
would like to make it ON YOUR OWN 
WORK. A card or phone call will bring 
this demonstration without any obligation. 


REMINGTON TYPEWRITER COMPANY 
Bookkeeping Machine Department 


ministration is spent in the salaries of office 
employees. Obviously the office machine which en- 
ables one employee to do the work of two is saving 
every year far more than its own cost. 

The Remington Bookkeeping Machine is today 
performing exactly this service in thousands of busi- 
ness offices throughout the country. We have spent 
millions of dollars and years of research in developing 
a complete line of machines which today enjoy the 
distinction of being the most adaptable to every ac- 
counting and bookkeeping requirement—the simplest, 
swiftest, and easiest to operate, the most durable in 
construction, and rap neg the most complete in 
their application to every need. 


Remington 


374 Broadway New York 
Branches Everywhere 


The Model 23 Remington 
Bookkeeping Machine ef- 
fects a saving in clerical 

bor amounting to many 
times its cost. It 1s complete 
in its application to the 
exact requirements of any 
line of business. 


Machine 
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Ready December 31st — Have You Ordered Your Copy? 
The Income Tax Book for Accountants 
Rosert H. MonTGoMErRyY’s 
1927 Income Tax Procedure | 
| 
ITH the new law in force, this 11th annual edition is of un- 
usual importance. It embodies all the merits that have made 
the book so widely used by accountants in previous years, plus a 
number of notable improvements. 
T includes vital new material — the new 1926 make the statements of counsel and procedure 
law and the new Treasury regulations; clear and concise, yet they embody all necessary 
Treasury rulings, Court and Board of Tax facts. 
Appeals decisions handed down in the past year. HIS publication is the p sal werk of in 
Procedure before the Treasury Department, accountant and lawyer who is one of the very 
ook: the Board of Tax Appeals, and the Federal highest authorities on income tax. 
1g in Courts is for convenience in use brought to- Gives the information you need to prepare, 
°s its gether in a separate volume —a feature which safeguard, and defend i most complicated 
»sses particularly recommends the manual to account- return, Interprets the law and official rulings 
jim ants who must handle unsettled cases. Mr. into positive, trustworthy, and easily followed 
and Montgomery is acquainted with the .+stements of rights and ure. Summarizes 
ide. accounting as well as the legal aspects involved, and weighs all the considerations involved and 
ots. having practiced extensively before all of these gives you a final answer. Up-to-the-minute in 
you bodies. every respect; designed for use all through the 
reat Everything possible has been eliminated to year. Contains about 2100 pages. 
aste, 
we 
ring Reserve Your Copy Now 
100. 
NY Gives Full Procedure T= books will be ready December 3ist, allowing to 
begin without delay your work on 1926 returns. Pri 


I. Determination of Net Income, 
Preparation of Returns and Pay- 
ment. Procedure in preparing re- 
turns — corporate, individual, fidu- 
ciary — under the new 1926 law. 
Interpretative counsel on Treasury 
regulations and rulings, Court and 
Board of Tax Appeals decisions 
to date, with positive recommenda- 
tions and protective suggestions on 
doubtful points. Comparative and 
peed notes on the 1924 and 
r laws as required. Meets every 
accounting and legal requirement. 


II. Practice Before the Treasury, 
Board of Tax Appeals, and Federal 
Courts. Hearings on disputed re- 
turns before revenue agents and 
before the Treasury Department. 
Papers, specimens of forms required, 
and type of evidence necessary if case 
is carried to Board of Tax Appeals 
—a full non-technical description, 
of the highest importance to every 
accountant, of the very technical 


$16.00 — a small fraction of the value in preparing and cate 
guarding any return of importance. 


You want your copy as soon as possible after publication, in 
order to secure the maximum benefit of the protection it pr oe 
bea letter or the reservation form below will insure delivery 

tly upon release. Orders accompanied by cash will natu- 
rally a oe the first ones to be filled. 


The Ronald Press Company 
Publishers: 15 East 26th St., New York, N. Y. 


The Ronald Press Company, 15 East 26th Street, New York, N. Y. 
d id immediately on publication, Montgomery's 1927 Income 
satisfactory, I will return it to you. 


Within five 
Firs 00. Or, if the manual is n 


also appeals to the Federal Courts 
from Tax Board decisions and in 


replaces Montgomery’s”’ 
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Neat, legible records like these lessen eyestrain. 


You will see why, if you 


compare this neat typing with scrawly hand-written records. 


RECORDS 
that are the eyes 


AVEN’T you noticed that most of your 

friends in the profession wear glasses? 

“Why is it?” an accountant was recently 
asked. 

“It’s because the work of the accountant 
—perhaps more than that of any other 
profession — demands constant use of the 
eyes under all sorts of lighting conditions. 

“There will always be eyestrain in the 
profession,” he continued. “Accountants will 
always be good customers for the optician. 
But wherever possible we should protect our 
eyes; save them as much as we can.” 

One of the best ways to do this is to see 
that your clients keep neat, legible books — 
records that are easy on the eyes. 

That is an exact description of Elliott- 
Fisher records — neat, legible, easy on the 


Service and Supplies are second only in importance to machines. 


eyes. Scrawly, hand-written records afé 
replaced by clear, typewritten words and 
figures — as easy to read as the type on this 
page. 

Your client benefits from Elliott-Fisher 
because it provides him with daily informa 
tion with which he can control the business. 
And Elliott-Fisher saves money for thow 
sands of companies by speeding up work 
and cutting down costs in the accounting 
department. 

More than 400 different industries use 
Elliott-Fisher machines. There is hardly @ 
business that cannot profit from it. If you 
are interested in how Elliott-Fisher is being 
used in any special branch of industry, write 
us. Elliott-Fisher Company, 342 Madison 
Avenue, New York City. . 


You can 


depend absolutely on E-F Service and EFCO Supplies. 


ACCOUNTING MACHINES with the FLAT WRITING SURFACE 
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Second Edition — January, 1926 Ten-P lace Tables 
C.P.A.-ACCOUNTING | this pew book, COMPOUND 


of all functions to ten decimal places; for 1-100, 1-200, 
1-300 years; rates of interest 14 of 1% to 10%%; 


Theory, Auditing and Problems conversion factors and logarithms. 
by 
Grorce New.ove, Ph.D., C.P.A. Just Out! 
Associate Professor, Johns Hopkins University Kent and Kent’s 
A digest of problems and questions given : 
ancy boards in 48 states; the June, 1925, e 9 ; a 
suninations are included. and Annuity Tables 
Volumes I and II 214 6x 9, flexible, | 
Contain 264 problems and 3,894 questions, 
This book of tables gives compound interest and an- 
authenticé y /, pec pag nuity values for a larger number of interest rates than 


usual, for a larger number of interest periods than has : 


to recognized accounting authorities. 
' been available, all expressed accurately to ten decimal 


Volume III 
Part I solves problems in Volume I; Part II In most cases the desired factor or factors will be 
problems in Volume II. Bound separately or obtained directly from the tables. For very unusual 


together. Time allowances are given so prob- tables, results 
Ses can ow r - 
lems may be solved under C. P. A. conditions. ily from first difference interpolations, thereby climinat- 


ing to a large extent the use of logarithms. 
Shipped postpaid on S days’ approval ith the tables as given here the solution of prac- 


Prices: Set (complete) $15.00; Volume I tically all probl ordinary 
and Solutions $7.50; Volume II and two m 
Solutions $7.50; Single Volumes $5.00. without resorting to the formula reductions usually 
THE WHITE PRESS COMPANY, Inc. 
wan new p 
Departmental Bank Bidg., Washington, D. C. If you work at all with mathematical computations, 
> Write for Catalog of Accounting Books you will want this new help. It will save you lots of time 
é and a great deal of labor. Prove it for yourself by trying 
it out free. 
See your copy free— Mail the coupon 
That value you want — is here 


[Every Accountant’s Library 


Should contain the following Exhibits, each one 
an invaluable aid and reference for Accountants 
engaged in System Installation Work. 


sher Each volume is substantially bound and contains 
‘ma- full accounting procedure, Chart of Accounts and 

actual samples, (not illustrations or sketches) of 
1€S$. all forms required for installation of system 
hou. described. 


Each one segonenene years of research work, and 
vork embraces ideas and methods, all tested and 
proven by leading concerns in the line of busi- 


ting hess under discussion. 
Hadley’s Pathfinder System for 
use Hotels and Clubs..........+.ee0+- (Size 11x14) $ 6.50 
Automobile Dealers 5.00 
you Contractors and Builders bi “< 5.00 
Plumbers and Electrical Contractors... 5.00 
cing Finance Companies 3.00 
ISOM Wholesale and Retail Merchants. ..... “ Jixll 3.00 
Insurance Agencies 3.00 
Personal Accounting .........- 2.00 MeGRAW BOOK go.. INC. 
Any of the above Exhibits will be shipped PRE- 
PAID upon receipt of price shown, subject to and Kent's 
refund if desired, upon return in fort condition I agree to remit for the book or to return it within ten 
within 15 days from receipt. ORDER TODAY. days of receipt. : 
Charles R. Hadley Gompany 
330 No. Los ANGELES ST. LOS ANGELES, CALIFORNIA 
. 
CE 1N LOOSELEAF J.A. 12-1-26 
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THE BALANCE-SHEET 


‘By B. Coucuman, C.P.A 


A 300-page book explaining the preparation of a balance-sheet, and 
how to classify, value and analyze every item on a balance-sheet. 


The book discusses practically and in a common sense manner the 
every-day problems of an accountant. It will prove a valuable addition 
to any business man’s library. Price $3.00 


EASY TO READ AND TO UNDERSTAND 


Pye | recommended io teachers of Accountancy, who will 
find it valuable in making plain the essential truths of the science 


THE JOURNAL OF ACCOUNTANCY 


135 Cedar Street, New York 


The Accountants’ Index and Supplement 
Clearly and Simply 


Point to the Source 


FROM WHICH INFORMATION ON ANY ACCOUNTING OR 
RELATED SUBJECT MAY BE OBTAINED 


OTH books should be in every Public Library. The busy accountant, lawyer, 
engineer and business man cannot find any other reference books in the J 
field of accountancy so complete and satisfactory as these two volumes prepared 
by the Librarian of the American Institute of Accountants. It is rightly called 3M 
The Key to Accounting Literature. 


The two volumes may be obtained at $15.00 
Price of Supplement alone is $5.00 


The American Institute of Accountants 
135 Cedar Street, New York, N. Y. 
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| To Get at F 
| To Get at Fundamentals 
| In the preparation of an audit, the nature of the industry is 
important, but whether a concern manufactures toilet soap 
| or operates a bus line—the financial structure is made up of 
| certain basic components; the assets and liabilities which i 
i] may be analyzed and net worth read from the conclusions. : 


1 | So also, the appraiser sees in all property the basic com- EB 
| ponents: materials and labor. Under the “skin” of arrange- 13 
i} ment, a shoe factory and a screened porch are as funda- HH 
mentally alike as the Colonel’s lady and Judy O’Grady. 


While technical knowledge of the specific property is nec- 
essary, accuracy of appraisal depends primarily upon cor- 
rect application of principles, accuracy of analysis and 
accuracy of pricing statistics. All, like the skill of the ac- 
countant, must be developed through painstaking training 
and broad experience. 


professional appraisal organization. The thirty years de- 
voted exclusively to appraising, the 35,000 appraisals made 
during that time, the organization and technique built up 
in that vast experience distinguish The American Appraisal 
Company as an institution peculiarly fitted to co-operate 
with accountants in service to American industry. 


| 
| | No one can over-rate the importance of experience to the 
| 
| 
| 
| 


MILWAUKEE 


Appraisal Company 
| 


PUBLIC UTILITIES INDUSTRIALS REAL ESTATE PROPERTIES - NATURAL RESOURCES 
A NATIONAL ORGANIZATION 
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the 
seven 
essentials 


of a practical, time-saving, 
working copy of a revenue law 
are all found in this printing of 


The Revenue Act of 1926 
published by 
Joseph J. Mitchell 


Member, American Institute of Accountants 


This 200-page Volume 


1. — Printed in clear type on English Oxford 
paper, contains: 

2. — Comprehensive alphabetical subject in- 
dex by section and page 

3.— Complete marginal index with cross 
references 

4. — Sub-title at top of each page 

5. — Section number at bottom of each page 

6.— New language in 1926 act printed in 
bold face type, and 

7. — Each section clarified by concise anno- 
tations, in italics, showing the relative 
connection of other sections referred to 
therein, obviating continual turning to 
the sections cited 


Ready December 15 
Reserve your copy today. Sent 
on approval. Price $2.00 a copy. 


INCOME TAX REVIEW and 
FEDERAL and STATE TAX REPORTER 
Joseph J. Mitchell, Editor 


Member, American Institute of Accountants 


165 Broadway New York 
Use this order form 


Joseph J. Mitchell, Editor Date 

Income Tax Review 

165 Broadway, New York 

Send me postpaid .... copies of the Revenue 
Act of 1926 containing seven special features. 
I enclose our check for $....... 

copies your printing of the 
Revenue Act of 1926 on approval and bill me at 
$2 a copy after ten days. 


Signature. 


NOW IS THE TIME TO GET READY 
FOR FALL STUDIES 


Our Original Accounting Service Will 
Preve An Efficient Help to You 


The best thought and technique of more than thirty 
years’ accounting experience put within your reach, 


Complete and detailed instruction-service, embracing 
practical accounting, theory, auditing and law, 


originated by 
THEO. KOEHLER, C.P.A., (N. Y.) 
For over 25 Years Conductor of the N. Y. School of Accounts 


FREE With every complete Instruction-Service, an 
invaluable Lecture Volume, over 400 pp. 
will be given free, — containing “half-hour” essays on 
vital accounting subjects, pro-forma entries, forms, 
statistics, etc., and crystallizing thirty (30) years’ field 
experience of the author. Every accountant and book 
keeper should welcome this practical volume. 


ALSO FREE 
One Year's subscription to our up-to-the-moment 
‘Accounting News” issued fortnightly, containing 
‘*four minute” columns on vital accounting topics. 


Write For Particulars 


THE TRI-SERVICE ACCOUNTING CORPORATION 


1133 Broadway Dept. 16 New York 


Complete 


Your Journal Files| 


Three sets of The Journal of Accountancy were sod 
during the months of October and November. No 
more complete sets can be furnished at the present 
time. 


We have a few copies of each of the following bound 


volumes: 


IV No. XIX Ne. XXAl 
Vi XXII XXXill 
VII XXII XXXIV 
VIII XXIV XXXV 
I XXV XXXVI 
x XXV 
XI XXVII XXXVI 
XV XXVIII XXXIA 
XVI XXIX L 
XVII XXX XLI 
XVIII 

We are in need of the following numbers: 
Feb. 1906 Apr. 1907 Oct. 1912 
Apr. 1906 Nov. 1911 Dec. 1912 
ay 1906 Mar. 1912 June 1916 
Sept. 1906 Apr. 1912 Aug. 1917 

Jan. 1907 July 1912 
The Journal of Accountanty 
Incorporated 

135 Cedar Street New York 


| 
busin 
: that | 
twice 
been 
Th 
the 
who | 
earni 
more 
the « 
on 0 
7 ness. 
hanc 
little 
self- 
Ahe: 
with 
cert 
grea 
We: 
of 
em] 
tha’ 
kee 
is When writing to advertisers kindly mention Tue JournaL or AccounTANCY 


THE JOURNAL OF ACCOUNTANCY Ix 


Will 


n thirty 


Men who “know it all” 


are not invited to read this page 


IS page is not for the wise Business Course and Service. The tion, and at 31 he was condemned to 
young man who is perfectly first few months of his association be a bookkeeper for life. 
satisfied with himself and his with the Alexander Hamilton Insti- 


business equipment, who believes tute were a revelation to him. He Thousands Could Double 
that the only reason he is not paid found himself being initiated into Their Incomes 

twice as much is that he has never departments of business that had 1 

been “given a chance.” hitherto been a mystery to him. He For the man who is perfectly con- 


; : was learning the fundamentals of tent with himself and his job the 
This page is a personal message to purchasing, of merchandising, of Alexander Hamilton Institute can 
the man who has responsibilities, advertising, of office and factory do nothing. But there are thousands 
who feels secretly that he ought tobe management, and corporation of men who could double their in- 
ag earning several thousand dollars finance. comes in one year if they believed in 
more a year, but who simply lacks themselves and had the solid busi- 
the confidence necessary to lay hold He began sagan FE to make sug- ness knowledge to back up their 

sold H on one of the bigger places in busi- gestions to the officials — sugges- belief. 

sent ness. We should like to put into the tions that surprised them, because 

hands of every such man a copy ofa_ they had ceased to expect "anything To such men the Institute offers 
und & little book that contains the seeds of from him. They revised their esti- “Forging Ahead in Business” — a 
self-confidence. It is called “Forging mate of his capacities; when the book with power in every page, and 
xxi i Ahead in Business,” and it is sent — of auditor became vacant, which also describes clearly and in- 
XII without charge. e was given his chance. And re- terestingly what the Institute can do 


‘ Pie cently on an important financial for you. Thousands of successful men 
XV We have in mind, for example, a problem, he argued against the regard it as one of the most valuable 
“VI certain man who is now auditor of a position of the company’s own at- little books they ever sent for. The 
Vil § great corporation in the Middle torneys— basing his arguments on coupon is for your convenience. 


A & West. Until he was thirty-one years principles which the Insti- 
principles which the Insti 
XL of age he was a bookkeeper. His tute had taught — and by 


LI employers had made up their minds : : : a 
keeper. His wife was beginning company $60,000 | Alexander Hamilton Institute =. ! 
2H secretly to wonder. Worst of all, | 748 Astor Place, New York City ‘tag ! 
+h he himself was beginning to lose The self-confidence that | Send me the new revised edition of ‘* Forging ] 
17 faith. the Institute gave him | Sao in Business,” which I may keep without | 
He Sent for has transformed that ae | 
“Forging Ahead in Business” man. 
Without any great hope in its He will be a vice-presi- | Business Address... | 
results, he enrolled in the Modern dent of that great corpora- | 


When writing to advertisers kindly mention Tue Journat or AccounTANcY 


1oment 
taining 4 é 
i 


THE JOURNAL OF ACCOUNTANCY 


MACHINES FOR 
FOUR 


ot 


BILLIN 


BURROUGHS ADDING MACHINE COMPANY 
DETROIT, MICHIGAN 


ADDING - BOOKKEEPING - CALCULATING AND BILLING MACHINES 


| x 
LA 
© 
‘ 1 
J | 
. 
4 
When writing to advertisers kindly mention THe Journat or AccounTancy 


4 WORK that every acconntant aiid 
student of accountancy should 


INTRODUCTION TO 


ACTUARIAL SCIENCE 


By Hi. A. FINNEY 


Published under the Findowmenit Fund of 


the American Institute of 


and study 
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type and bound in clothe: 


THE TEXT of to 
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